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Important Changes

Taxation of U.S. social security benefits re-
ceived by nonresident aliens. Beginning in
1995, 85% of any U.S. social security benefit
received by a nonresident alien is subject to
tax at a rate of 30%, unless exempt by treaty.

Earned income credit for nonresident
aliens. Beginning in 1995, if you are a nonresi-
dent alien for any part of the year, you cannot
claim an earned income credit unless you
elect to be treated as a resident alien for tax
purposes.

New Form 1040NR-EZ. You may be able to
use new Form 1040NR-EZ, U.S. Income Tax
Return for Certain Nonresident Aliens With No
Dependents. This form is shorter and easier to
prepare than Form 1040NR. To see if you
meet the conditions for filing this form, see
Form 1040NR-EZin Chapter 7.



Important Reminders

Aliens in United States on Q" visas. New
rules apply to aliens who enter the United
States on “Q” visas. The rules were effective
October 1, 1994, and consist of the following:

« “Q” visa holders do not count the number of
days they are in the United States in deter-
mining whether they are resident aliens
under the substantial presence test. (See
Exempt individualunder Substantial Pres-
ence Test in Chapter 1.)

* “Q” visa holders may be able to exclude
from U.S. gross income pay received from a
foreign employer. (See Nonresident Aliens
in Chapter 3.)

“Q" visa holders are treated as engaged in
a trade or business in the United States.
(See Other Trade or Business Activities in
Chapter4.)

“Q" visa holders are exempt from social se-
curity and Medicare taxes on wages if the
services are performed to carry out the pur-
pose for which they were admitted to the
United States. (See Social Security and
Medicare Taxesin Chapter 8.)

Certain scholarships and fellowships
“Q"visa holders receive are afforded a
lower rate of withholding. (See Reduced
Withholding on Scholarships and Fellow-
ship Grantsin Chapter 8.)

Change of address. If you change your mail-
ing address, be sure to notify the Internal Rev-
enue Service using Form 8822, Change of
Address.

Nonresident aliens who filed Form
1040NR with the Internal Revenue Service
Center, Philadelphia, PA 19255, should send
the form there. Resident aliens should send
the form to the Internal Revenue Service
Center for their old address (addresses for the
Service Centers are on the back of the form).

Introduction

For tax purposes, an alien is an individual who
is not a U.S. citizen. Aliens are classified as
nonresident aliens and resident aliens. This
publication will help you determine your status
and gives information you will need to file your
U.S. tax return.

Resident aliens generally are taxed on
their worldwide income, the same as U.S. citi-
zens. Nonresident aliens generally are taxed
only on their income from sources within the
United States. It is important, therefore, to first
determine whether you are a resident alien or
a nonresident alien. Chapter 1 explains the
rules to determine your status.

Nonresident aliens are taxed on their U.S.
source income (and on certain foreign source
income that is effectively connected with a
trade or business in the United States). How-
ever, special rules apply to taxing their in-
come. Investment income is taxed at a flat rate
of 30% of gross income, unless an income tax
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treaty provides for a lower rate. Business in-
come is taxed on a net basis (income minus
any allowable deductions) at the graduated
rates that apply to U.S. citizens or residents.
Chapters 2 and 4 cover these special rules.

Students, teachers, and trainees. If you are
a foreign student, trainee, teacher, or partici-
pant in the Cultural and Educational Exchange
Program, there are special provisions of the
law that may apply to you. See Chapter 3. Also
see Income Entitled to Tax Treaty Benefits in
Chapter 8 for procedures for claiming exemp-
tion under tax treaties from withholding of tax
on compensation.

Forms to file. If you are a nonresident alien
who must file a U.S. income tax return, use ei-
ther Form 1040NR, U.S. Nonresident Alien In-
come Tax Return, or Form 1040NR-EZ, U.S.
Income Tax Return for Certain Nonresident
Aliens With No Dependents. See Chapter 7.

Dual status. An alien whose status changes
during the tax year from nonresident alien to
resident alien, or vice versa, has a dual status
for that year. A dual-status alien is taxed on
the income for the two periods under the provi-
sions of law that apply to each period. If your
alien status changed during the year, see
Chapter 6 for instructions on how to figure
your tax.

Other topics covered in this publication in-
clude the withholding of U.S. income tax and
social security tax from amounts paid to non-
resident aliens (Chapter 8) and the special
provisions for employees of foreign govern-
ments and international organizations (Chap-
ter 10).

Many nonresident aliens are eligible for the
benefits provided by income tax treaties be-
tween the United States and their country of
residence. Chapter 9 summarizes these bene-
fits. For more detailed information, see Publi-
cation 901, U.S. Tax Treaties.

If you are an alien, you may have to get a
sailing or departure permit before leaving the
United States. See Chapter 11.

Further information. If you need information
on a subject not covered in this publication,
you may check our other free publications. To
order publications and forms in the United
States, call 1-800—-TAX—FORM (1-800-829—
3676). If you have a foreign address, use the
order blank on the back cover of this
publication.

Telephone help. If you are in the United
States, you can call the IRS with your tax
question Monday through Friday during regu-
lar business hours. Check your telephone
book for the local number, or you can call 1—
800-829-1040. If you are outside the United
States, write to the Internal Revenue Service,
Assistant Commissioner (International), Attn:
CP:IN:D:CS, 950 L'Enfant Plaza South, S.W.,
Washington, DC 20024, USA.

Telephone help for hearing-impaired
persons. If you are in the United States and
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have access to TDD equipment, you can call
1-800-829-4059 with your tax question or to
order forms and publications. See your tax
package for the hours of operation.

1.

Nonresident Alien
or Resident
Alien?

Topics
This chapter discusses:

* How to determine if you are a
nonresident, resident, or dual-status alien

* How to treat a nonresident spouse as a
resident alien

Useful Items
You may want to see:

Form (and Instructions)

[11040 U.S.Individual Income Tax
Return

[]1040A U.S.Individual Income Tax
Return

[J1040NR U.S. Nonresident Alien
Income Tax Return

[(18833 Treaty-Based Return Position
Disclosure Under Section 6114 or
7701(b)

[(18840 Closer Connection Exception
Statement for Aliens

[[18843 Statement for Exempt Individuals
and Individuals With a Medical Condition

You should first determine whether, for in-
come tax purposes, you are a resident alien or
a nonresident alien. Explanations of both cate-
gories follow. Also, Figure A will help you find
whether you are a resident or nonresident
alien.

If you find that you are both a nonresident
and resident in the same year, you have a dual
status. Dual status is explained later. Also ex-
plained later is a choice to treat your nonresi-
dent spouse as a resident and some special
situations for aliens from American Samoa
and Puerto Rico and aliens employed by the
U.S. Navyin Cuba.

Nonresident Aliens

If you are an alien (not a U.S. citizen), you are
considered a nonresident alien unless you
meet one of the two tests described next
under Resident Aliens.



Resident Aliens

This section describes the two tests you must
use to determine if you are a resident alien of
the United States. It also discusses a special
rule for aliens who interrupt their U.S. resi-
dency and explains how tax treaties affect the
two tests.

You are a resident alien of the United
States for tax purposes if you meet either the
green card test or the substantial presence
test for the calendar year (January 1-Decem-
ber 31). Even if you do not meet either of these
tests, you may be able to choose to be treated
as a U.S. resident for part of the year. See
First-Year Choice under Dual Status Aliens,
later. Special rules apply for the first and last
years of residency (the dual-status tax years).
See Chapter 6.

Green Card Test

You are aresident for tax purposes if you are a
lawful permanent resident of the United States
at any time during the calendar year. (How-
ever, see Dual Status Aliens, later.) This is
known as the “green card” test. You are a law-
ful permanent resident of the United States at
any time if you have been given the privilege,
according to the immigration laws, of residing
permanently in the United States as an immi-
grant. You generally have this status if the Im-
migration and Naturalization Service (INS) has
issued you an alien registration card, also
known as a ‘‘green card.” You continue to
have resident status under this test unless it is
taken away from you or is administratively or
judicially determined to have been

abandoned.

Resident status is considered to have
been taken away from you if the U.S. govern-
ment issues you a final administrative or judi-
cial order of exclusion or deportation. A final
judicial order is an order that you may no
longer appeal to a higher court of competent
jurisdiction.

An administrative or judicial determination
of abandonment of resident status may be ini-
tiated by you, the INS, or a U.S. consular of-
ficer. If you initiate the determination, your res-
ident status is considered to be abandoned
when you file either of the following with the
INS or U.S. consular officer:

1) Your application for abandonment, or

2) Your Alien Registration Receipt Card at-
tached to a letter stating your intent to
abandon your resident status.

You must file the letter by certified mail, return
receipt requested. You must keep a copy of
the letter and proof that it was mailed and
received.

If the INS or U.S. consular officer initiates
this determination, your resident status will be
considered to be abandoned when the final
administrative order of abandonment is is-
sued. If you are granted an appeal to a federal
court of competent jurisdiction, a final judicial
order is required.

Substantial Presence Test

You will be considered a U.S. resident for tax
purposes if you meet the substantial presence
test for the calendar year. To meet this test,
you must be physically present in the United
States on at least:

1) 31 days during the current year, and

2) 183 days during the 3-year period that in-
cludes the current year and the 2 years
immediately before that, counting:

a) All the days you were present in the
current year (1995), and

b) ¥sof the days you were present in the
first year before the current year
(1994), and

c) ¥e of the days you were present in the
second year before the current year
(1993).

Example. You were physically present in
the United States on 120 days in each of the
years 1993, 1994, and 1995. To determine if
you meet the substantial presence test for
1995, count the full 120 days of presence in
1995, 40 days in 1994 (¥s of 120), and 20 days
in 1993 (¥s of 120). Since the total for the 3-
year period is 180 days, you are not consid-
ered a resident under the substantial pres-
ence test for 1995.

The term United States includes the
following:

1) All50 states and the District of Columbia,

2) The territorial waters of the United States,
and

3) The seabed and subsoil of those subma-
rine areas that are adjacent to U.S. territo-
rial waters and over which the United
States has exclusive rights under interna-
tional law to explore and exploit natural
resources.

The term does not include U.S. possessions
and territories or U.S. air space.

Days of Presence in
the United States

You are treated as present in the United

States on any day if you are physically present
in the country at any time during the day. How-
ever, there are exceptions to this rule. Do not
count the following as days of presence in the
United States for the substantial presence
test:

1) Days you commute to work in the United
States from a residence in Canada or
Mexico if you regularly commute from Ca-
nada or Mexico.

2) Days you are in the United States for less
than 24 hours when you are in transit be-
tween two places outside the United
States.

3) Days you were unable to leave the United
States because of a medical condition
that developed while you were in the
United States.

4) Days you were an exempt individual.
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The specific rules that apply to each of these
four categories are discussed next.

Regular commuters from Canada or Mex-
ico. Do not count the days on which you com-
mute to work in the United States from your
residence in Canada or Mexico if you regularly
commute from Canada or Mexico. You are
considered to commute regularly if you com-
mute to work in the United States on more
than 75% of the workdays during your work-
ing period.

For this purpose, commute means to
travel to work and return to your residence
within a 24-hour period. Workdays are the
days on which you work in the United States or
Canada or Mexico. Working period means
the period beginning with the first day in 1995
on which you are physically present in the
United States to work and ending on the last
day in 1995 on which you are physically pre-
sent in the United States to work. If your work
requires you to be present in the United States
only on a seasonal or cyclical basis, your work-
ing period begins on the first day of the season
or cycle on which you are present in the United
States to work and ends on the last day of the
season or cycle on which you are present in
the United States to work. You can have more
than one working period in 1995, and your
working period can begin in one calendar year
and end in the following calendar year.

Example. Maria Perez lives in Mexico and
works for Compa’nia ABC in its office in Mex-
ico. She was assigned to her firm’s office in
the United States from February 3, 1995,
through June 1, 1995. On June 2, she re-
sumed her employment in Mexico. There were
76 workdays in the working period beginning
on February 3, 1995, and ending on June 1,
1995. On 69 days, Maria commuted each
morning from her home in Mexico to work in
Compa’nia ABC's U.S. office. She returned to
her home in Mexico on each of those eve-
nings. On 7 days, she worked in her firm’s
Mexico office. For purposes of the substantial
presence test, Maria does not count the days
she commuted to work in the United States
because those days equal more than 75% of
the workdays during the working period (69
workdays in the United States divided by 76
workdays in the working period equals
90.8%).

Days in transit. For the substantial presence
test, do not count the days you are in the
United States for less than 24 hours and you
are in transit between two places outside the
United States. You are considered to be in
transit if you engage in activities that are sub-
stantially related to completing travel to your
foreign destination. For example, if you travel
between airports in the United States to
change planes en route to your foreign desti-
nation, you are considered to be in transit.
However, you are not considered to be in
transit if you attend a business meeting while
in the United States. This is true even if the
meeting is held at the airport.

Medical condition. For the substantial pres-
ence test, do not count the days you intended
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Figure A. Nonresident Alien or Resident Alien?

Start here to determine your status for 1995

Were you a lawful permanent resident of the
United States (had a "green card”) at any time
during 19857

Yes No

Y

Were you physically present in the United States
on at least 31 days during 19957

Yes No

Waere you physically present in the United
States on at least 183 days during the 3-year
period consisting of 1993,1984, and 1995,
counting all days of presence in 1995, 1/3 the
days of presence in 1994, and 1/6 the days of
presence In 19937 3

i Yes No 4

Do you still meet the 183-day test of the
preceding question if you disregard days for
which you were an sxempt individual (student,
teacher, diplomat, etc., as discussed under
Exempt Individua)?

You are a

nanresident alien
for U.S. tax

purposes.

Yes No

Were you physically present in the United States
on at least 183 days during 19957

Yes No

Can you show that for 1995 you have a tax
home in a foreign country and have a closer
connection to that country than to the United
States?

No L Yes

If this is your first or last year of residency, you may have a dual status for the year. See the discussion of Dual Status, in Chapter 1.

2 In some circumstances you may still be considered a nonresident alien under an income tax treaty between the U.S. and your country. Check the

provisions of the treaty carefully.

3 Do not count the days you were unable 10 leave the United States because of a medical condition that arose while you were in the United States.

4 If you meet the substantial presence test for 1996, you may be abie ta choose treatment as a U.S. resident allen for part of 1995. For detsils ses
Substantial Presence Test under Resident Aliens, and First-year choice under Dual Status, in Chapter 1.
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to leave, but could not leave the United States
because of a medical condition or problem
that developed while you were in the United
States. Whether you intended to leave the
United States on a particular day is deter-
mined based on all the facts and circum-
stances. For example, you may be able to es-
tablish that you intended to leave if your
purpose for visiting the United States could be
accomplished during a period that is not long
enough to qualify you for the substantial pres-
ence test. However, if you need an extended
period of time to accomplish the purpose of
your visit and that period would qualify you for
the substantial presence test, you would not
be able to establish an intent to leave the
United States before the end of that extended
period.

In the case of an individual who is judged
mentally incompetent, proof of intent to leave
the United States can be determined by ana-
lyzing the individual’s pattern of behavior
before he or she was judged mentally
incompetent.

If you qualify to exclude days of presence
because of a medical condition, you must file
Form 8843 (or a similar statement to explain
your claim) with the IRS. See Form 8843, later.

You cannot exclude any days of presence
in the United States under the following
circumstances:

1) You were initially prevented from leaving,
were then able to leave, but remained in
the United States beyond a reasonable
period for making arrangements to leave.

2) You returned to the United States for
treatment of a medical condition that de-

veloped during a prior stay.

~

3) The condition existed before your arrival
in the United States and you were aware
of the condition. It does not matter
whether you needed treatment for the
condition when you entered the United
States.

Exemptindividual. For the substantial pres-
ence test, do not count days for which you are
an exempt individual. The term “exempt indi-
vidual” does not refer to someone exempt
from U.S. tax, but to anyone in the following
categories.

1) Anindividual temporarily present in the
United States as a foreign government-
related individual.

2) Ateacher or trainee temporarily present
in the United States under a “J” or “Q”
visa, who substantially complies with the
requirements of the visa.

3

~

A student temporarily present in the
United States under an “F,” “J, " “M, " or
“Q” visa, who substantially complies with
the requirements of the visa.

4

=

A professional athlete temporarily in the
United States to compete in a charitable
sports event.

The specific rules for each of these four
categories are discussed next.

1) Foreign government-related individ-
uals. A foreign government-related individual
is an individual (or a member of the individual’s
immediate family) who is temporarily present
in the United States—

1) As afull-time employee of an interna-
tional organization,

2) By reason of diplomatic status, or

3) By reason of a visa (other than a visa that
grants lawful permanent residence) that
the Secretary of the Treasury determines
represents full-time diplomatic or consu-
lar status.

An international organization is any pub-
lic international organization that the President
of the United States has designated by Execu-
tive Order as being entitled to the privileges,
exemptions, and immunities provided for in
the International Organizations Act. An individ-
ual is a full-time employee if his or her work
schedule meets the organization’s standard
full-time work schedule.

An individual is considered to have full-
time diplomatic or consular status if he or
she:

1) Has been accredited by a foreign govern-
ment that is recognized by the United
States,

2) Intends to engage primarily in official ac-
tivities for that foreign government while
in the United States, and

3) Has been recognized by the President,
Secretary of State, or a consular officer
as being entitled to that status.

Members of the immediate family include
the individual’'s spouse and unmarried children
(whether by blood or adoption) but only if the
spouse’s or unmarried children’s visa statuses
are derived from and dependent on the ex-
empt individual’s visa classification. Unmar-
ried children are included only if they:

1) Areunder 21 years of age,

2) Reside regularly in the exempt individu-
al's household, and

3) Are not members of another household.

The immediate family of an exempt individual
does not include attendants, servants, or per-
sonal employees.

2) Teachers and trainees. A teacher or
trainee is an individual, other than a student,
who is temporarily in the United States under a
“J” or “Q" visa and substantially complies
with the requirements of that visa. You are
considered to have substantially complied
with the visa requirements if you have not en-
gaged in activities that are prohibited by U.S.
immigration laws and could result in the loss of
your visa status.

Also included are immediate family mem-
bers of exempt teachers and trainees. See the
definition of immediate family earlier, under
Foreign government-related individuals.

Even if you meet the requirements dis-
cussed above, you will not be an exempt indi-
vidual if you were exempt as a teacher,
trainee, or student for any part of 2 of the 6
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preceding calendar years. However, you will
be exempt if you were exempt as a teacher,
trainee, or student for any part of 3 (or fewer)
of the 6 preceding calendar years and—

1) Aforeign employer paid all your compen-
sation during 1995,

2) You were present in the United States as
a teacher or trainee in any of the preced-
ing 6 years, and

3) Aforeign employer paid all of your com-
pensation during each of those preceding
6 years you were present in the United
States as a teacher or trainee.

A foreign employer includes an office or place
of business of an American entity in a foreign
country or a U.S. possession.

If you qualify to exclude days of presence
as a teacher or trainee, you must file Form
8843 (or a similar statement to explain your
claim) with the IRS. See Form 8843, later.

Example 1. Carla was temporarily in the
United States during 1995 as a teacher on a
“J" visa. Her compensation for the year was
paid by a foreign employer. Carla was treated
as an exempt teacher for the past 2 years but
her compensation was not paid by a foreign
employer. She will not be considered an ex-
empt individual for 1995 because she was ex-
empt as a teacher for at least 2 of the past 6
years.

Example 2. The facts are the same as in
Example 1 except that all of Carla’s compen-
sation for the 2 preceding years was paid by a
foreign employer. She will be an exempt indi-
vidual for 1995 because she was exempt as a
student, teacher, or trainee for only 2 of the
preceding 6 calendar years.

3) Students. A student is any individual
who is temporarily in the United States on an
“F7 4,7 “M,%or “Q” visa and who substan-
tially complies with the requirements of that
visa. You are considered to have substantially
complied with the visa requirements if you
have not engaged in activities that are prohi-
bited by U.S. immigration laws and could result
in the loss of your visa status.

Also included are immediate family mem-
bers of exempt students. See the definition of
immediate family earlier, under Foreign gov-
ernment-related individuals.

You will not be an exempt individual if you
have been exempt as a teacher, trainee, or
student for any part of more than 5 calendar
years unless you establish to the satisfaction
of the IRS district director that you do not in-
tend to reside permanently in the United
States and you have substantially complied
with the requirements of your visa. The facts
and circumstances to be considered in deter-
mining if you have demonstrated an intent to
reside permanently in the United States in-
clude, but are not limited to:

1) Whether you have maintained a closer
connection to a foreign country (dis-
cussed later), and

2) Whether you have taken affirmative steps
to change your status from nonimmigrant
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to lawful permanent resident as dis-
cussed later under Closer Connection to
a Foreign Country.

If you qualify to exclude days of presence
as a student, you must file Form 8843 (or a
similar statement to explain your claim) with
the IRS. See the discussion Form 8843, later.

4) Professional athletes. A professional
athlete who is temporarily in the United States
to compete in a charitable sports event is an
exempt individual. A charitable sports event
is one that meets the following conditions:

1) The main purpose is to benefit a qualified
charitable organization,

2) The entire net proceeds go to charity, and

3) Volunteers perform substantially all the
work.

In figuring the days of presence in the
United States, you can exclude only the days
on which you actually competed in a sports
event. You cannot exclude the days on which
you were in the United States to practice for
the event, to perform promotional or other ac-
tivities related to the event, or to travel be-
tween events.

If you qualify to exclude days of presence
as a professional athlete, you must file Form
8843 (or a similar statement to explain your
claim) with the IRS. See the discussion Form
8843, next.

Form 8843. If you exclude days of presence in
the United States because you fall into any of
the following categories, you must file Form
8843, Statement for Exempt Individuals and
Individuals With a Medical Condition, or a simi-
lar statement.

1) You were unable to leave the United
States as planned because of a medical
condition,

2) You were temporarily in the United States
as a teacher or trainee on a “J” or “Q”
visa,

3) You were temporarily in the United States
as a student on an “F,” “J,” “M,” or “Q"
visa, or

4) You were a professional athlete compet-
ing in a charitable sports event.

How to file. Attach Form 8843 (or your
statement) to your 1995 income tax return. If
you do not have to file a return, send the form
or statement to the Internal Revenue Service
Center, Philadelphia, PA 19255 by the due
date for filing your income tax return. The due
date for filing is discussed later in Chapter 7.

Penalty for not filing. If you do not timely
file Form 8843 or a statement, you cannot ex-
clude the days you were present in the United
States as a professional athlete or because of
a medical condition that arose while you were
in the United States. You will not be able to
claim these benefits in figuring the substantial
presence test or in determining your first and
last days of residency in the United States.

You will not be penalized if you can show
by clear and convincing evidence that you
took reasonable actions to become aware of
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the filing requirements and significant steps to
comply with those requirements.

Closer Connection to a Foreign
Country

Even if you meet the substantial presence
test, you can be treated as a nonresident alien
for 1995 if you:

1) Are presentin the United States for less
than 183 days in 1995,

2) Maintain a tax home in a foreign country
during 1995, and

3) Have a closer connection during 1995 to
one foreign country in which you have a
tax home than to the United States (un-
less you have a closer connection to two
foreign countries, discussed next).

Closer connection to two foreign coun-
tries. You can demonstrate that you have a
closer connection to two foreign countries
(but not more than two) if you meet all of the
following conditions:

1) You maintained a tax home as of January
1, 1995, in one foreign country,

2) You changed your tax home during 1995
to a second foreign country,

3) You continued to maintain your tax home
in the second foreign country for the rest
of 1995,

You had a closer connection to each for-
eign country than to the United States for
the period during which you maintained a
tax home in that foreign country, and

4

=

5

~

You are subject to tax as a resident under
the tax laws of either foreign country for
all of 1995 or subject to tax as a resident
in both foreign countries for the period
during which you maintained a tax home
in each foreign country.

Tax home has the same meaning as the one
given in Chapter 2 under Personal Property.
But there are two additional requirements you
must meet. First, your tax home must be in ex-
istence for the entire current year. Second,
your tax home must be located in the same
foreign country for which you are claiming to
have a closer connection.

Foreign country. In determining whether you
have a closer connection to a foreign country,
the term “foreign country” means:

1) Any territory under the sovereignty of the
United Nations or a government other
than that of the United States,

2) The territorial waters of the foreign coun-
try (determined under U.S. law),

3) The seabed and subsoil of those subma-
rine areas which are adjacent to the terri-
torial waters of the foreign country and
over which the foreign country has exclu-
sive rights under international law to ex-
plore and exploit natural resources, and

4) Possessions and territories of the United
States.

Chapter1 NONRESIDENT ALIEN OR RESIDENT ALIEN?

Establishing a closer connection. You will
be considered to have a closer connection to
a foreign country than the United States if you
or the IRS establishes that you have main-
tained more significant contacts with the for-
eign country than with the United States. In de-
termining whether you have maintained more
significant contacts with the foreign country
than with the United States, the facts and cir-
cumstances to be considered include, but are
not limited to, the following:

1) The country of residence you designate
on forms and documents.

2) The types of official forms and documents
you file, such as Form 1078, Certificate of
Alien Claiming Residence in the United
States, or Form W-38, Certificate of For-
eign Status.

3) The location of the following—
a) Your permanent home,
b) Your family,

¢) Personal belongings, such as cars, fur-
niture, clothing, and jewelry owned by
you or your family,

d) Social, political, cultural, or religious or-
ganizations with which you have a cur-
rent relationship,

e) Your business activities (other than
those that constitute your tax home),

f) The jurisdiction in which you hold a driv-
er’s license, and

g) The jurisdiction in which you vote.

It does not matter whether your permanent
home is a house, an apartment, or a furnished
room. It also does not matter whether you rent
or own it. It is important, however, that your
home be available at all times, continuously,
and not solely for short stays.

You cannot claim you have a closer con-
nection to a foreign country for 1995 if either of
the following applies:

1) You personally applied, or took other
steps during 1995, to change your status
to that of a permanent resident, or

2) You had an application pending for ad-
justment of status during 1995.

Steps to change your status to that of a per-
manent resident include, but are not limited to,
the filing of the following forms:

Form 1-508, Waiver of Immunities

Form 1-485, Application for Status as Per-
manent Resident

Form I-130, Petition for Alien Relative, on
your behalf

Form 1-140, Petition for Prospective Immi-
grant Employee, on your behalf

Form ETA-750, Application for Alien Em-
ployment Certification, on your behalf

Form OF-230, Application for Immigrant
Visa and Alien Registration

Form 8840. You must file Form 8840, Closer
Connection Exception Statement for Aliens(or



a similar statement) if you meet the exception
to the substantial presence test because you
have a closer connection to a foreign country
or countries in 1995.

How to file. Attach Form 8840 or a similar
statement to your 1995 income tax return. If
you do not have to file a return, send the form
or statement to the Internal Revenue Service
Center, Philadelphia, PA 19255 by the due
date for filing your income tax return. The due
date for filing is discussed later in Chapter 7.

Penalty for not filing. If you do not timely
file Form 8840 or a similar statement, you can-
not claim a closer connection to a foreign
country or countries. You will have to include
all days of presence for purposes of the sub-
stantial presence test and for determining your
first and last days of residency in the United
States.

You will not be penalized if you can show
by clear and convincing evidence that you
took reasonable actions to become aware of
the filing requirements and significant steps to
comply with those requirements.

Interrupted Period of Residence

You are subject to tax under a special rule if
you interrupt your period of U.S. residence
with a period of nonresidence. This applies if:

1) Youwere a U.S. resident for at least 3
consecutive calendar years,

2) You were a resident for at least 183 days
in each of those years,

3) You were then taxed by the United States
as a nonresident, and

4) You then again became a U.S. resident
before the end of the third calendar year
after the period in (1) above.

You are subject to the tax under this spe-
cial rule for the period you were a nonresident
alien and only if it is more than the tax that
would normally apply to you as a nonresident.

Example. John Willow, a citizen of New
Zealand, entered the United States on April 1,
1990, as a lawful permanent resident. On Au-
gust 1, 1992, John ceased to be a lawful per-
manent resident and returned to New Zea-
land. During his period of residence, he was
present in the United States for at least 183
days in each of three consecutive years (1990,
1991, and 1992). He returned to the United
States on October 5, 1995, as a lawful perma-
nent resident. He became a resident before
the close of the third calendar year (1995) be-
ginning after the end of his first period of resi-
dence (August 1, 1992). Therefore, he is sub-
ject to tax under the special rule for the period
of nonresidence (August 2, 1992, through Oc-
tober 4, 1995) if it is more than the tax that
would normally apply to him as a nonresident
alien.

Special rule. The tax under this special rule
consists of the graduated income tax, alterna-
tive minimum tax, and tax on lump-sum distri-
butions from an employees’ trust. It is applied
only to your gross income effectively con-
nected with a U.S. trade or business (defined

in Chapter 4) and your U.S. source noneffec-
tively connected gross income. For this pur-
pose, U.S. source gross income (defined in
Chapter 2) includes gains from the sale or ex-
change of (1) property (other than stock or
debt obligations) located in the United States,
and (2) stock issued by a U.S. domestic corpo-
ration or debt obligations of U.S. persons or of
the United States, a state or political subdivi-
sion thereof, or the District of Columbia.

This rule prevents a long-time U.S. resident
from disposing of assets free of U.S. tax by
leaving the United States for a short period
and then becoming a U.S. resident again. The
rule applies regardless of the resident’s inten-
tion to avoid tax. For more information, or if
you need specific information regarding your
situation, write to: Internal Revenue Service,
Assistant Commissioner (International), Attn:
CP:IN:D:CS, 950 L'Enfant Plaza South, S.W.,
Washington, DC 20024.

Effect of Tax Treaties

The rules given here to determine if you are a
U.S. resident do not override tax treaty defini-
tions of residency. If you are a dual resident
taxpayer, you can still claim the benefits under
an income tax treaty. A dual resident tax-
payer is one who is a resident of both the
United States and another country under each
country’s tax laws. The income tax treaty be-
tween the two countries must contain a provi-
sion that provides for resolution of conflicting
claims of residence. If you choose to claim tax
treaty benefits, you are treated as a nonresi-
dent alien in figuring your U.S. income tax for
the part of the tax year you are considered a
dual resident taxpayer. For purposes other
than computing your tax, you will be treated as
a U.S. resident. For example, the rules dis-
cussed here do not affect your residency time
periods as discussed later, under Dual Status
Aliens.

Information to be reported. Ifyou are a dual
resident taxpayer and you claim treaty bene-
fits, you must timely file a return (including ex-
tensions) using Form 1040NR or Form

1040NR—-EZ, and compute your tax as a non-
resident alien. You must also attach Form

8833, Treaty-Based Return Position Disclo-
sure Under Section 6114 or 7701(b), or a simi-
lar statement. See Reporting Treaty Benefits
Claimed in Chapter 9, for more information on
reporting treaty benefits.

Dual Status Aliens

You can be both a nonresident alien and a res-
ident alien during the same tax year. This usu-
ally occurs for the year you arrive in or depart
from the United States. Aliens who have dual
status should see Chapter 6 for information on
filing a return for a dual-status tax year.

First Year of Residency

If you are a U.S. resident for any calendar year,
but you were not a U.S. resident at any time
during the preceding calendar year, you are a
U.S. resident only for the part of the calendar
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year that begins on the residency starting
date. For the part of the year before that date,
you are a nonresident alien.

Substantial presence test. If you meet the
substantial presence test for a calendar year,
your residency starting date is generally the
first day you are present in the United States
during that calendar year. However, you do
not have to count up to 10 days of actual pres-
ence in the United States if on those days you
establish that:

1) You had a closer connection to a foreign
country than to the United States, and

2) Your tax home was in that foreign
country.

For a discussion of closer connection to a for-
eign country and tax home, see Closer Con-
nection to a Foreign Country, earlier.

In determining whether you can exclude up
to 10 days, the following rules apply.

1) You can exclude days from more than
one period of presence as long as the to-
tal days in all periods are not more than
10.

You cannot exclude any days in a period
of consecutive days of presence if all the
days in that period cannot be excluded.

2

~
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Although you can exclude up to 10 days
of presence in determining your residency
starting date, you must include those days
when determining whether you meet the
substantial presence test.

Example. lvan Ivanovich is a citizen of
Russia. He came to the United States for the
very first time on January 6, 1995, to attend a
business meeting and returned to Russia on
January 10, 1995. His tax home remained in
Russia. On March 1, 1995, he moved to the
United States and resided here for the rest of
1995. Ivan is able to establish a closer con-
nection to Russia for the period January 6-10.
Thus, his residency starting date is March 1.

Statement required to exclude up to 10
days of presence. You must file a statement
with the IRS if, for 1995, you are excluding up
to 10 days of presence in the United States for
purposes of your residency starting date. You
must sign and date this statement and include
a declaration that it is made under penalties of
perjury. The statement must contain the fol-
lowing information (as applicable):

1) Your name, address, U.S. taxpayer identi-
fication number (if any) and U.S. visa
number (if any).

2) Your passport number and the name of
the country that issued your passport.

3) The tax year for which the statement
applies.

4) The first day that you were present in the
United States during 1995.

5) The dates of the days you are excluding in
figuring your first day of residency.

6) Sufficient facts to establish that you have
maintained your tax home in and a closer
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connection to a foreign country during the
period you are excluding.

How to file the required statement. At-
tach the required statement to your 1995 in-
come tax return. If you are not required to file a
return, send the statement to the Internal Rev-
enue Service Center, Philadelphia, PA 19255
on or before the due date for filing your tax re-
turn. The due date for filing is discussed later
in Chapter 7.

Penalty for not filing the required state-
ment. If you do not file the required statement
as explained above, you cannot claim that you
have a closer connection to a foreign country
or countries. Therefore, your first day of resi-
dency will be the first day you are present in
the United States.

You will not be penalized if you can show
by clear and convincing evidence that you
took reasonable actions to become aware of
the requirements for filing the statement and
significant steps to comply with those
requirements.

Green card test. If you meet the green card
test at any time during a calendar year, but do
not meet the substantial presence test for that
year, your residency starting date is the first
day in the calendar year on which you are pre-
sent in the United States as a lawful perma-
nent resident.

If you meet both the substantial presence
test and the green card test, your residency
starting date is the earlier of the first day during
the year you are present in the United States
under the substantial presence test or as a
lawful permanent resident.

Residency during the preceding year. |If
you were a U.S. resident during any part of the
preceding calendar year and you are a U.S
resident for any part of the current year, you
will be considered a U.S. resident at the begin-
ning of the current year. This applies whether
you are a resident under the substantial pres-
ence test or green card test.

Example. Robert Bach is a citizen of Swit-
zerland. He came to the United States as a
U.S. resident for the first time on May 1, 1994,
and remained until November 5, 1994, when
he returned to Switzerland. Robert came back
to the United States on March 5, 1995, as a
lawful permanent resident and still resides
here. In calendar year 1995, Robert’'s U.S.
residency is deemed to begin on January 1,
1995, because he qualified as a resident in
calendar year 1994.

First-Year Choice

If you do not meet either the green card test
or the substantial presence test for 1994 or
1995 and you did not choose to be treated as
a resident for part of 1994, but you meet the
substantial presence test for 1996, you can
choose to be treated as a U.S. resident for part
of 1995. To make this choice, you must:

1) Be presentin the United States for at
least 31 daysinarowin 1995, and
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2) Be presentin the United States for at
least 75% of the number of days begin-
ning with the first day of the 31-day period
and ending with the last day of 1995. For
purposes of this 75% requirement, you
can treat up to 5 days of absence from
the United States as days of presence in
the United States.

When counting the days of presence in (1)
and (2) above, do not count the days you were
in the United States under any of the four cir-
cumstances discussed earlier under Days of
Presence in the United States.

If you make the first-year choice, your resi-
dency starting date for 1995 is the first day of
the earliest 31-day period (described in (1)
above) that you use to qualify for the choice.
You are treated as a U.S. resident for the rest
of the year. For example, if you are present for
more than one 31-day period (described in (1)
above) and you satisfy condition (2) above for
each of those periods, your residency starting
date is the first day of the first 31-day period. If
you are present for more than one 31-day pe-
riod (described in (1) above) but you satisfy
condition (2) above only for a later 31-day pe-
riod, your residency starting date is the first
day of the later 31-day period.

Example 1. Juan DaSilvais a citizen of the
Philippines. He came to the United States for
the first time on November 1, 1995, and was
here on 31 consecutive days (from November
1 through December 1, 1995). Juan returned
to the Philippines on December 1 and did not
come back to the United States until Decem-
ber 17, 1995. He stayed in the United States
for the rest of the year. During 1996, Juan was
a resident of the United States under the sub-
stantial presence test. Juan can make the
first-year choice for 1995 because he was in
the United States in 1995 for a period of 31
consecutive days (November 1 through De-
cember 1, 1995) and for at least 75% of the
days following (and including) the first day of
his period of 31 consecutive days (46 total
days of presence in the United States divided
by 61 days in the period from November 1
through December 31 equals 75.4%). If Juan
makes the first-year choice, his residency
starting date will be November 1, 1995.

Example 2. The facts are the same as in
Example 1, except that Juan was absent from
the United States on December 24, 25, 29, 30,
and 31. He can make the first-year choice for
1995 because up to 5 days of absence are
considered days of presence for purposes of
the continuous presence requirement.

How to make the first-year choice. You
make the first-year choice by filing a 1995
Form 1040, U.S. Individual Income Tax Re-
turn, and attaching a statement. The state-
ment must contain your name and address
and specify the following:

1) That you are making the first-year choice,
2) Thatyou were not a resident in 1994,

3) Thatyou are a resident under the sub-
stantial presence test in 1996,

4) The number of days of presence in the
United States during 1996,
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5) The date or dates of your 31-day period of
presence and the period of continuous
presence in the United States during
1995, and

6) The date or dates of absence from the
United States during 1995 that you are
treating as days of presence.

You cannot file the form or statement until you
meet the substantial presence test for 1996. If
you have not met the test for 1996 as of April
15, 1996, you can request an extension of time
for filing your 1995 Form 1040 until a reasona-
ble period after you have met that test. To re-
quest an extension to file, use Form 4868, Ap-
plication for Automatic Extension of Time To
File U.S. Individual Income Tax Return. You
should pay with this form the amount of tax
you expect to owe for 1995 figured as if you
were a nonresident alien for all of 1995. Use
Form 1040NR or Form1040NR—-EZ to figure
the tax. Enter the tax on line 2a of Form 4868.
If you do not pay the tax due, you will be
charged interest on any tax not paid by the
regular due date of your return, and you may
be charged a penalty on the late payment. If
you need more time after filing Form 4868, file
Form 2688, Application for Additional Exten-
sion of Time To File U.S. Individual Income
Tax Return.

Once you make the first-year choice, you
may not revoke it without the approval of the
Internal Revenue Service.

Penalty for not following filing proce-
dures. If you do not follow the procedures dis-
cussed here for making the first-year choice,
you will be treated as a nonresident alien for all
of 1995 and you will not be allowed to file Form
1040. However, you will not be penalized if you
can show by clear and convincing evidence
that you took reasonable actions to become
aware of the filing procedures and significant
steps to comply with the procedures.

Last Year of Residency

If you are a U.S. resident in the current year
but are not a U.S resident during any part of
the following calendar year, you cease to be a
U.S. resident on your residency termination
date. If you meet the following two conditions,
your residency termination date is the last day
you are present in the United States during the
calendar year (or the first day you are no
longer a lawful permanent resident of the
United States if you meet the green card test).

1) You had a closer connection to a foreign
country than to the United States for the
rest of that calendar year, and

2) Your tax home was in that foreign country
during the rest of that calendar year.

If you do not meet both of these conditions,
your residency termination date is the last day
of the calendar year. For a discussion of closer
connection to a foreign country and tax home,
see Closer Connection to a Foreign Country,
earlier.

Statement required to establish your resi-
dency termination date. You must sign and



date this statement and include a declaration
that it is made under penalties of perjury. The
statement must contain the following informa-
tion (as applicable):
1) Your name, address, U.S. taxpayer identi-
fication number (if any) and U.S. visa
number (if any).

2) Your passport number and the name of
the country that issued your passport.

3) The tax year for which the statement
applies.

4) The last day that you were present in the
United States during 1995.

Sufficient facts to establish you have
maintained your tax home in and a closer
connection to a foreign country following
your last day of presence in the United
States during 1995 or following the aban-
donment or rescission of your status as a
lawful permanent resident during 1995.

The date that your status as a lawful per-
manent resident was abandoned or
rescinded.
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Sufficient facts (including copies of rele-
vant documents) to establish that your
status as a lawful permanent resident has
been abandoned or rescinded.

How to file the required statement. At-
tach the required statement to your 1995 in-
come tax return. If you are not required to file a
return, send the statement to the Internal Rev-
enue Service Center, Philadelphia, PA 19255
on or before the due date for filing your income
tax return. The due date for filing is discussed
later in Chapter 7.

Penalty for not filing the required state-
ment. If you do not file the required statement
as explained above, you cannot claim that you
have a closer connection to a foreign country
or countries. Therefore, your last day of resi-
dency will be the last day you are present in
the United States.

You will not be penalized if you can show
by clear and convincing evidence that you
took reasonable actions to become aware of
the requirements for filing the statement and
significant steps to comply with those
requirements.

De minimis presence. If you are a U.S. resi-
dent because of the substantial presence test
and you meet both conditions listed at the be-
ginning of Last Year of Residency, you do not
have to count up to 10 days of actual presence
in the United States in determining your resi-
dency termination date. In determining
whether you can exclude up to 10 days, the
following rules apply:

1) You can exclude days from more than
one period of presence as long as the to-
tal days in all periods are not more than
10.

You cannot exclude any days in a period
of consecutive days of presence if all the
days in that period cannot be excluded.

Although you can exclude up to 10 days
of presence in determining your residency
termination date, you must include those
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days when determining whether you meet
the substantial presence test.

Example. Lola Bovary is a citizen of
Malta. She came to the United States for the
first time on March 1, 1995, and resided here
until August 25, 1995. On December 12, 1995,
Lola came to the United States for vacation
and stayed here until December 16, 1995,
when she returned to Malta. She is able to es-
tablish a closer connection to Malta for the pe-
riod December 12-16. Lola is not a U.S. resi-
dent for tax purposes during 1996 and can
establish a closer connection to Malta for the
rest of calendar year 1995. Lola is a U.S. resi-
dent under the substantial presence test be-
cause she was present in the United States for
183 days (178 days for the period March 1 to
August 25 plus 5 days in December). Lola’s
residency termination date is August 25, 1995.

Required statement. You must file a
statement with the IRS if, for 1995, you are ex-
cluding up to 10 days of presence in the
United States for purposes of your residency
termination date. For information on what to
include in the statement and how to file it, see
Statement required to exclude up to 10 days of
presence, earlier under Residency starting
date. For items (4) and (5), provide the infor-
mation for your /ast day of residency instead
of your first day.

If you meet both the substantial pres-
ence test and green card test for the current
year, your residency termination date is the
later of the first day you are no longer a lawful
permanent resident of the United States or the
last day you were physically present in the
United States. The other requirements remain
the same. You cannot be a U.S. resident at
any time during the next calendar year, and for
the remainder of the current calendar year:

1) Your tax home must have been in a for-
eign country, and

2) You must have maintained a closer con-
nection to that foreign country than to the
United States.

Residency during the next year. Ifyou are a
U.S. resident during any part of the next calen-
dar year and you are a resident during any part
of the current year, you will be taxed as a resi-
dent through the end of the current year. This
applies whether you have a closer connection
to a foreign country than the United States
during the current year, and whether you are a
resident under the substantial presence test
or green card test.

Choosing To Be Taxed as a
Resident Alien for the Entire

Tax Year

If you are a dual-status alien, you can choose

to be treated as a U.S. resident for the entire
year if:

1) You were a nonresident alien at the be-
ginning of the year,

2) You are aresident alien or U.S. citizen at
the end of the year,
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3) Atthe end of the year, you are married to
a U.S. citizen or resident alien, and

4) Your spouse joins you in making the
choice.

This includes situations in which both you and
your spouse were nonresident aliens at the
beginning of the tax year and both of you are
resident aliens at the end of the tax year.

If you make this choice, you and your
spouse are both treated as U.S. residents for
the entire year for income tax purposes, and
you are both taxed on worldwide income. Mak-
ing the choice also means that you must file a
jJoint return for the year of the choice.

If you make this choice, neither you nor
your spouse can make this choice for any later
tax year, even if you are separated, divorced,
or remarried.

Making the choice. You should attach a
statement signed by both spouses to your joint
return for the year of the choice that contains
the following information:

1) A declaration that you both qualify to
make the choice and that you choose to
be treated as U.S. residents for the entire
tax year, and

2) The name, address, and social security
number of each spouse. (If one spouse
died, include the name and address of the
person who makes the choice for the de-
ceased spouse.)

You generally make this choice when you
file your joint return. However, you also can
make the choice by filing a joint amended re-
turn on Form 1040 or Form 1040A. Be sure to
write the word “Amended” across the top of
the amended return. If you make the choice
with an amended return, you and your spouse
must also amend any returns that you may
have filed after the year for which you made
the choice.

You generally must file the amended joint
return within 3 years from the date you filed
your original U.S. income tax return or 2 years
from the date you paid your income tax for that
year, whichever is later.

A similar choice is available if, at the end of
your tax year, you are a nonresident alien mar-
ried to a U.S. citizen or resident. See Nonresi-
dent Spouse Treated as a Resident, next. If
you previously made the choice as a nonresi-
dent alien to be treated as a resident as dis-
cussed below, and that choice is still in effect,
you do not need to make the choice explained
here.

Note: If you file a joint return under either
of these provisions, the special instructions
and restrictions for dual-status taxpayers in
Chapter 6 do not apply to you.

Nonresident Spouse
Treated as a Resident

If, at the end of your tax year, you are married
and one spouse is a U.S. citizen or a resident
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alien and the other spouse is a nonresident
alien, you can choose to treat the nonresident
spouse as a U.S. resident. This includes situa-
tions in which one spouse is a nonresident
alien at the beginning of the tax year, but a res-
ident alien at the end of the year, and the other
spouse is a nonresident alien at the end of the
year.

If you make this choice, you and your
spouse are treated for income tax purposes as
residents for your entire tax year. Neither you
nor your spouse can claim tax treaty benefits
as a resident of a foreign country for a tax year
for which the choice is in effect. You must file a
joint income tax return for the year you make
the choice, but you and your spouse can file
joint or separate returns in later years.

Example 1. Pat Smith, a U.S. citizen for all
of tax year 1995, is married to Norman, a non-
resident alien. Pat and Norman make the
choice to treat Norman as a resident alien by
attaching a statement to their joint return for
1995. Pat and Norman must report their world-
wide income in 1995 and later years unless
the choice is ended or suspended. Although
Pat and Norman must file a joint return for
1995, they can file joint or separate returns for
later years.

Example 2. Bob and Sharon Williams are
married and both are nonresident aliens. In
June 1995, Bob became a resident alien and
remained a resident for the rest of the year.
Bob and Sharon both choose to be treated as
resident aliens by attaching a statement to
their 1995 joint return. Bob and Sharon must
report their worldwide income in 1995 and
later years unless the choice is ended or sus-
pended. Bob and Sharon must file a joint re-
turn for 1995, but they can file either joint or
separate returns for later years.

How To Make the Choice

Attach a statement, signed by both spouses,
to your joint return for the first tax year for
which the choice applies. It should contain the
following:

1) A declaration that one spouse was a non-
resident alien and the other spouse a U.S.
citizen or resident alien on the last day of
your tax year, and that you choose to be
treated as U.S. residents for the entire tax
year, and

2) The name, address, and social security
number of each spouse. (If one spouse
died, include the name and address of the
person making the choice for the de-
ceased spouse.)

You generally make this choice when you
file your joint return. However, you can also
make the choice by filing a joint amended re-
turn on Form 1040 or Form 1040A. Be sure to
write the word “Amended”across the top of
the amended return. If you make the choice
with an amended return, you and your spouse
must also amend any returns that you may
have filed after the year for which you made
the choice.

You generally must file the amended joint
return within 3 years from the date you filed
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your original U.S. income tax return or 2 years
from the date you paid your income tax for that
year, whichever is later.

Suspending the Choice

The choice to be treated as a resident alien
does not apply to any tax year (after the tax
year you made the choice) if neither spouse is
a U.S. citizen or resident alien at any time dur-
ing the tax year.

Example. Dick Brown was a resident alien
on December 31, 1992, and married to Judy, a
nonresident alien. They chose to treat Judy as
a resident alien and filed joint 1992 and 1993
income tax returns. On January 10, 1994, Dick
became a nonresident alien. Judy had re-
mained a nonresident alien throughout the pe-
riod. Dick and Judy could have filed joint or
separate returns for 1994. However, since
neither Dick nor Judy is a resident alien at any
time during 1995, their choice is suspended
for that year. If either has U.S. source income
or foreign source income effectively con-
nected with a U.S. trade or business in 1995,
they must file separate returns as nonresident
aliens. If Dick becomes a resident alien again
in 1995, their choice is no longer suspended.
For years their choice is not suspended, they
must include income received from sources
both in and outside the United States in their
income for each tax year.

Ending the Choice

Once made, the choice to be treated as a resi-
dent applies to all later years unless sus-
pended (as explained above) or ended in one
of the following ways.

1) Revocation. Either spouse can revoke
the choice for any tax year, provided he or
she makes the revocation by the due date
for filing the tax return for that tax year.
The spouse who revokes must attach a
signed statement declaring that the
choice is being revoked. The statement
must include the name, address, and so-
cial security number of each spouse. (If
one spouse dies, include the name and
address of the person who is revoking the
choice for the deceased spouse.) The
statement also must include a list of any
states, foreign countries, and posses-
sions that have community property laws
in which either spouse is domiciled or
where real property is located from which
either spouse receives income. File the
statement as follows:

a) If the spouse revoking the choice must
file a return, attach the statement to the
return for the first year the revocation
applies,

b

~

If the spouse revoking the choice does
not have to file a return, but does file a

return (for example, to obtain a refund),
attach the statement to the return, or

c) If the spouse revoking the choice does
not have to file a return and does not
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file a claim for refund, send the state-
ment to the Internal Revenue Service
Center where you filed the last joint
return.

2) Death. The death of either spouse ends
the choice, beginning with the first tax
year following the year the spouse died.
However, if the surviving spouse is a U.S.
citizen or resident and is entitled to the
joint tax rates as a surviving spouse, the
choice will not end until the close of the
last year for which these joint rates may
be used. If both spouses die in the same
tax year, the choice ends on the first day
after the close of the tax year in which the
spouses died.
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Legal separation. A legal separation
under a decree of divorce or separate
maintenance ends the choice as of the
beginning of the tax year in which the le-
gal separation occurs.

4
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Inadequate records. The Internal Reve-
nue Service can end the choice for any
tax year that either spouse has failed to
keep adequate books, records, and other
information necessary to determine the
correct income tax liability, or to provide
adequate access to those records.

If the choice is ended for any of these rea-
sons, neither spouse can make a choice in any
later tax year.

Special Situations

If you are an alien from American Samoa, Pu-
erto Rico, or Cuba there are some special situ-
ations you should know about.

Aliens from American Samoa or Puerto
Rico. If you are a nonresident alien in the
United States and a bona fide resident of
American Samoa or Puerto Rico during the en-
tire tax year, you are taxed, with certain excep-
tions, according to the rules for resident aliens
of the United States. For more information,
see Chapter 5.

If you are a nonresident alien from Ameri-
can Samoa or Puerto Rico who does not qual-
ify as a bona fide resident of American Samoa
or Puerto Rico for the entire tax year, you are
taxed as a nonresident alien.

Resident aliens who formerly were bona
fide residents of American Samoa or Puerto
Rico are taxed according to the rules for resi-
dent aliens.

Aliens from Cuba. Cuban exiles employed by
the U.S. Navy at Guantanamo Bay Naval Base
who have not established any other legal, eco-
nomic, or social connections to the United
States are transient nonresident aliens for in-
come tax purposes even though they have im-
migrant visas.
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After you have determined your alien sta-
tus, you must determine the source of your in-
come. If you are a nonresident alien, whether
your income is subject to tax in the United
States generally depends on the source of the
income. This chapter will help you determine
the source of different types of income you
may receive during the tax year. This chapter
also discusses special rules for married indi-
viduals who are domiciled in a country with
community property laws.

Resident Aliens

A resident alien’s income is generally subject
to tax in the same manner as a U.S. citizen;
that is, a resident alien is taxed on and must
report income from all sources, including
sources outside the United States.

If you are a resident alien, you must report
all interest, dividends, wages, or other com-
pensation for services, income from rental
property or royalties, and other types of in-
come on your U.S. tax return. You must report
these amounts whether from sources within or
outside the United States.

Nonresident Aliens

A nonresident alien usually is subject to U.S.
income tax only on certain income from
sources within the United States and on cer-
tain income connected with the conduct of a
trade or business in the United States.

Table 2-1 near the end of this chapter
gives the general rules for determining U.S.
source income that apply to most nonresident
aliens. The following discussions cover the
general rules as well as the exceptions to
these rules.

Interest

Generally, income from U.S. sources includes
interest on bonds, notes, or other interest-
bearing obligations of U.S. residents or do-
mestic corporations. Interest from U.S.

sources also includes interest paid by a do-
mestic or foreign partnership or foreign corpo-
ration engaged in a U.S. trade or business at
any time during the tax year. The place or
manner of payment is immaterial in determin-
ing the source of the income. Interest income
also includes original issue discount. In addi-
tion, all interest received by a nonresident
alien individual from a state, the District of Co-
lumbia, or the U.S. Government during the tax
year isincome from U.S. sources.

Exceptions. U.S. source interest income
does not include the following items:

1) Interest paid by a resident alien or a do-
mestic corporation if for the 3—year period
ending with the close of the payer’s tax
year preceding the interest payment at
least 80% of the payer’s total gross in-
come—

a) Is from sources outside the United
States, and

b) Is attributable to the active conduct of a
trade or business by the individual or
corporation in a foreign country or a
U.S. possession.

2) Interest paid by a foreign branch of a do-
mestic corporation or a domestic partner-
ship on deposits or withdrawable ac-
counts with mutual savings banks,
cooperative banks, credit unions, domes-
tic building and loan associations, and
other savings institutions chartered and
supervised as savings and loan or similar
associations under federal or state law if
the interest paid or credited can be de-
ducted by the association.
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Interest on deposits with a foreign branch
of a domestic corporation or domestic
partnership, but only if the branch is in the
commercial banking business.

If you have any questions concerning any
of these exceptions, you should write to the In-
ternal Revenue Service, Assistant Commis-
sioner (International), Attn: CP:IN:D:CS, 950
L’Enfant Plaza South, S.W., Washington, DC
20024.

Dividends

In most cases, dividend income received from
domestic corporations is U.S. source income.
Dividend income from foreign corporations is
usually foreign source income. Exceptions to
both of these rules are discussed below.

First exception. The first exception is for divi-
dends received from a domestic corporation if
the corporation elects to take the Puerto Rico
and possession tax credit.

Second exception. The second exception is
for dividends received from a foreign corpora-
tion if 25% or more of its total gross income for
the 3—year period ending with the close of its
tax year preceding the declaration of divi-
dends was effectively connected with a trade
or business in the United States. If the corpo-
ration was formed less than 3 years before the
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declaration, use its total gross income from
the time it was formed.

If you receive dividends from a foreign cor-
poration that, for this 3—year period, had 25%
or more of its gross income connected with a
trade or business in the United States, the part
of the dividend payment that is U.S. source in-
come to you is found by multiplying the pay-
ment by the following fraction:

Foreign corporation’s gross income
connected with a U.S. trade or
business for the 3-year period

Foreign corporation’s gross income

from all sources

Personal Services

All wages and any other compensation for
services performed in the United States are
considered to be from sources in the United
States. The only exception to this rule is dis-
cussed in Chapter 4, under Employees of for-
eign persons, organizations, or offices.

If your compensation is for personal ser-
vices performed both inside and outside the
United States, you must figure the amount of
income that is for services performed in the
United States. You usually do this on a time
basis. That is, you must include in gross in-
come as U.S. source income the amount that
results from multiplying the total amount of
compensation by the following fraction:

Number of days you performed
services in the United States
Total number of days of service
for which you receive payment

Example. Jean Blanc, a citizen and resi-
dent of Canada, is a professional hockey
player with a U.S. hockey club. Under Jean’s
contract, he received $98,500 for 242 days of
play during 1995. This includes days spent at
pre-season training camp, days during the
regular season, and playoff game days. Of the
242 days, Jean spent 194 days performing
services in the United States and 48 days
playing hockey in Canada. The amount in-
cluded in Jean’s 1995 gross income as U.S.
source income is $78,963, figured as follows:

194 398,500 =

547 $78,963

Foreign journalists. Foreign journalists and
newspaper correspondents in the United
States who are from a country with which the
United States does not have a tax treaty are
not exempt from U.S. income tax just because
U.S. newspaper correspondents in their coun-
try are not required to pay income tax to that
country.

However, if you are a foreign journalist and
a nonresident alien temporarily in the United
States and you meet the requirements in
Chapter 4 under Employees of foreign per-
sons, organizations, or offices, your income
may be tax exempt.

Reenlistment bonus. A reenlistment bonus
received by a nonresident alien for reenlist-
ment in the U.S. Navy while in a foreign coun-
try is income for services performed outside
the United States.
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Transportation income. All income from
transportation that begins and ends in the
United States is treated as derived from
sources in the United States. Fifty percent of
transportation income from personal services
is U.S. source income if the transportation is
between the United States and a U.S.
possession.

Transportation income is income from the
use of a vessel or aircraft. This is true whether
the vessel or aircraft is owned, hired, or
leased, or the income is from the performance
of services directly related to the use of a ves-
sel or aircraft. The term “vessel or aircraft” in-
cludes any container used in connection with
a vessel or aircraft.

If you are engaged in any other foreign
trade, you should consider your wages re-
ceived for services performed in the United
States or its territorial waters as being from
sources in the United States. However, see
the discussion of Employees of foreign per-
sons, organizations, or offices in Chapter 4,
and any tax treaty provisions that may apply.
For information on how U.S. source transpor-
tation income is taxed, see Chapter 4.

Pensions and Annuities

When you receive a pension from a domestic
trust for services performed both in and
outside the United States, the amount of the
pension that is from U.S. sources is the
amount of income earned by the trust and the
employer contributions made for services per-
formed in the United States. This applies
whether the distribution is made under a quali-
fied or nonqualified stock bonus, pension,
profit-sharing, or annuity plan (whether or not
funded).

If you performed services as an employee
of the United States, you may receive a distri-
bution from the U.S. Government under a
plan, such as the Civil Service Retirement Act,
that is treated as a qualified pension plan. To
the extent the distribution can be attributed to
basic U.S. salary for services performed
outside the United States, it is treated as in-
come from sources outside the United States,
and is not taxable. For more information, get
Publication 721, Tax Guide to U.S. Civil Ser-
vice Retirement Benefits.

Rents or Royalties

Your U.S. source income includes rent and
royalty income received during the tax year
from property located in the United States or
from any interest in that property. Also see
Choice in Treating Real Property Income, in
Chapter 4, for a choice that you can make for
this type of income.

Your U.S. source income also includes
rents or royalties for the use of, or for the privi-
lege of using, in the United States, intangible
property such as patents, copyrights, secret
processes and formulas, goodwill, trade-
marks, franchises, and similar property.
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Real Property

Gross income from sources in the United
States includes gains, profits, and income
from the sale or other disposition of real prop-
erty located in the United States.

Real property is land and buildings and
generally anything built on, growing on, or at-
tached to land.

Personal Property

Income from the sale or exchange of personal
property by a nonresident alien individual gen-
erally has its source in the United States if the
individual has a tax home in the United
States. If the individual does not have a tax
home in the United States, the income gener-
ally is considered to be from sources outside
the United States.

Personal property is property, such as ma-
chinery, equipment, or furniture, that is not real
property.

Tax home. Your tax home is the general area
of your main place of business, employment,
or post of duty, regardless of where you main-
tain your family home. Your tax home is the
place where you permanently or indefinitely
work as an employee or a self-employed indi-
vidual. If you do not have a regular or main
place of business because of the nature of
your work, then your tax home is the place
where you regularly live. If you do not fit either
of these categories, you are considered an
itinerant and your tax home is wherever you
work.

Inventory property. Income from the sale in
the United States of inventory property gener-
ally has its source within the United States, re-
gardless of where you have your tax home. In-
come from the sale of inventory property
outside the United States (even though you
purchased it within the United States) has its
source outside the United States. Inventory
property is personal property that is stock in
trade or that is held primarily for sale to cus-
tomers in the ordinary course of your trade or
business.

Depreciable personal property. To deter-
mine the source of any gain from the sale of
depreciable personal property, you must first
figure the part of the gain that is not more than
the total depreciation adjustments on the
property. You allocate this part of the gain to
sources in the United States based on the ra-
tio of U.S. depreciation adjustments to total
depreciation adjustments. The rest of this part
of the gain is considered to be from sources
outside the United States.

For this purpose, “U.S. depreciation ad-
justments” are the depreciation adjustments
to the basis of the property that are allowable
in figuring taxable income from sources within
the United States. However, if the property is
used predominantly in the United States dur-
ing a tax year, all depreciation deductions al-
lowable for that year are treated as U.S. de-
preciation adjustments. But there are some
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exceptions for certain transportation, commu-
nications, and other property used
internationally.

Gain from the sale of depreciable property
that is more than the total depreciation adjust-
ments on the property is sourced as if the
property were inventory property, as dis-
cussed above.

The basis of property usually means the
cost (money plus the fair market value of other
property or services) of property you acquire.
Depreciation is an amount deducted to re-
cover the cost or other basis of a trade or busi-
ness asset over a certain number of years.
The amount you can deduct depends on the
property’s cost, when you began using the
property, how long it will take to recover your
cost, and which depreciation method you use.

Intangible property. The general rule for de-
termining the source of income from sales of
personal property, discussed above, applies
to sales of intangibles. Intangible property in-
cludes patents, copyrights, secret processes
or formulas, goodwill, trademarks, trade
names, or other like property. The general rule
applies only to the extent the payments for the
property do not depend on the productivity,
use, or disposition of the intangible. To the ex-
tent the payments for the intangible property
do depend on the productivity, use, or disposi-
tion of the property, their source is determined
as though the payments were royalties, as dis-
cussed earlier. If payments for goodwill do not
depend on its productivity, use, or disposition,
their source is the country in which the good-
will was generated.

To the extent gain from the sale of an in-
tangible does not exceed its depreciation ad-
justments, treat the gain as if the intangible
were depreciable personal property, dis-
cussed above.

Sales through offices or fixed places of
business. Despite any of the above rules, if
you do not have a tax home in the United
States, but you maintain an office or other
fixed place of business in the United States,
treat the income from any sale of personal
property (including inventory property) that is
attributable to that office or place of business
as being from U.S. sources. However, this rule
does not apply to sales of inventory property
for use, disposition, or consumption outside
the United States if an office or other fixed
place of business of the taxpayer outside the
United States materially participated in the
sale.

If you have a tax home in the United States
but maintain an office or other fixed place of
business outside the United States, income
from sales of personal property, other than in-
ventory, depreciable property, or intangibles,
that is attributable to that foreign office or
place of business is treated as being from
sources outside the United States. However,
this rule does not apply unless an income tax
of at least 10% of the income from the sale is
actually paid to a foreign country.



Table 2-1. Summary of Source Rules for Income of Nonresident

Aliens

Type of Income:

Source Determined By:

Compensation for personal services

Where services are performed

Dividends Residence of paying corporation
(U.S. domestic or foreign)

Interest Residence of payor

Rents Where property is located

Royalties—Natural resources

Where property is located

Royalties—Patents, copyrights, etc.

Where property is used

Pensions

Where services were performed

Sale of inventory property

Where property is sold

Sale of personal property
(other than inventory property)

Tax home of seller

Sale of real property

Where property is located

Community Income

Generally, if you are married and you or your
spouse are subject to the community property
laws of a foreign country, a U.S. state, or a
U.S. possession, you generally must follow
those laws to determine the income of your-
self and your spouse for U.S. tax purposes.
But you must disregard certain community
property laws if:

1) Both you and your spouse are nonresi-
dent aliens, or

2) One of you is a nonresident alien and the
otheris a U.S. citizen or resident and you
do not both choose to be treated as U.S.
residents (as explained in Chapter 1
under Nonresident Spouse Treated as a
Resident).

In these cases, you and your spouse must re-
port community income as explained below.

Earned income of a spouse, other than trade
or business income and a partner’s distributive
share of partnership income, is treated as the
income of the spouse whose services pro-
duced the income. That spouse must report all
of it on his or her separate return.

Trade or business income, other than a
partner’s distributive share of partnership in-
come, is treated as the income of the person
who exercises substantially all of the manage-
ment and control over the trade or business.
That spouse must report all of it on his or her
separate return.

Partnership income (or loss). A partner’s
distributive share of partnership income is
treated as the income (or loss) of the partner.
The partner must report all of it on his or her
separate return.

Income derived from the separate prop-
erty of one spouse (and which is not earned
income, trade or business income, or partner-
ship distributive share income) is treated as
the income of that spouse. That spouse must
report all of it on his or her separate return.
Use the appropriate community property law
to determine what is separate property.

All other community income is treated as

provided by the applicable community prop-
erty laws.

3.

Exclusions From
Gross Income
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Resident and nonresident aliens are al-
lowed exclusions from gross income if they
meet certain conditions. An exclusion from
gross income is generally income you receive
that is not included in your U.S. income and is
not subject to U.S. tax. This chapter covers
some of the more common exclusions allowed
to resident and nonresident aliens.

Resident Aliens

If you are physically present in a foreign coun-
try or countries for at least 330 full days during
any period of 12 consecutive months, you may
qualify to exclude from your income up to
$70,000 of income earned abroad in 1995,
plus a housing amount if you are an employee.
You may also qualify for these exclusions if
you are a bona fide resident of a foreign coun-
try and you are a citizen or national of a coun-
try with which the United States has an income
tax treaty. For more information, see Publica-
tion 54, Tax Guide for U.S. Citizens and Resi-
dent Aliens Abroad.

Foreign country. The term “foreign country”
means any territory under the sovereignty of a
government other than that of the United
States. The term also includes territorial wa-
ters of the foreign country, the air space over
the foreign country, and the seabed and sub-
soil of submarine areas adjacent to the territo-
rial waters of the foreign country.

Nonresident Aliens

Nonresident aliens can exclude the following
items from their gross income.

Compensation from a foreign employer.

Nonresident alien students and exchange visi-
tors present in the United States under section
101(a)(15)(F), (J), (M), or (Q) of the Immigra-
tion and Nationality Act can exclude from
gross income pay received from a foreign
employer.

This group includes bona fide students,
scholars, trainees, teachers, professors, re-
search assistants, specialists, or leaders in a
field of specialized knowledge or skill, or per-
sons of similar description. It also includes the
aliens’ spouses and minor children if they
come with the aliens or come later to join the
aliens.

A nonresident alien temporarily present in
the United States under section 101(a)(15)(J)
of the Immigration and Nationality Act includes
an alien individual entering the United States
as an exchange visitor under the Mutual Edu-
cational and Cultural Exchange Act of 1961.

Foreign employer. A foreign employer is:

1) A nonresident alien individual, foreign
partnership, or foreign corporation, or

2) An office or place of business maintained
in a foreign country or in a U.S. posses-
sion by a domestic corporation, a domes-
tic partnership, or an individual who is a
citizen or resident of the United States.
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The term “foreign employer” does not in-
clude a foreign government. Pay from a for-
eign government that is exempt from U.S. in-
come tax is discussed in Chapter 10.

Income from certain annuities. Do not in-
clude in income any annuity received under a
qualified annuity plan, or from a qualified
trust exempt from U.S. income tax if:

1) You receive the annuity only because of
personal services performed outside the
United States while you were a nonresi-
dent alien; or personal services per-
formed inside the United States while you
were a nonresident alien that meet the
three conditions described in Employees
of foreign persons, organizations, or of-
fices, in Chapter 4, and

2
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At the time the first amount is paid as an
annuity under the plan (or by the trust),
90% or more of the employees for whom
contributions or benefits are provided
under the annuity plan (or under the plan
of which the trust is a part) are citizens or
residents of the United States.

If the annuity qualifies under condition (1)
but not condition (2) above, you do not have to
include the amount in income if:

1) You are aresident of a country that gives
a substantially equal exclusion to U.S. citi-
zens and residents, or

2) You are a resident of a beneficiary devel-
oping country under the Trade Act of
1974.

If you are not sure whether the annuity is
from a qualified annuity plan or qualified trust,
ask the person who made the payment.

Income affected by treaties. Income of any
kind that is exempt from U.S. tax under a treaty
to which the United States is a party is ex-
cluded from your gross income. Income on
which the tax is only limited by treaty, how-
ever, is included in gross income. See Chapter
9.

Scholarshipsand
Fellowship Grants

If you are a candidate for a degree, you may be
able to exclude from your income part or all of
the amounts you receive as a scholarship or
fellowship grant. The rules discussed here ap-
ply to both resident and nonresident aliens.

Source of grant. Nonresident aliens must
first determine the source of the grant. If a
nonresident alien receives a grant that is not
from U.S. sources, it is not subject to U.S. tax.

Generally, the source of a scholarship or
fellowship grant is the residence of the payer
regardless of who actually disburses the
funds. However, see Services to be performed
outside the United States, later.

For example, scholarship or fellowship
payments for research or study in the U.S.
made by the United States, a noncorporate
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U.S. resident, or a domestic corporation, are
from U.S. sources. Similar payments from a
foreign government or foreign corporation are
foreign source payments even though the
funds may be disbursed through a U.S. agent.
Payments made by an entity designated as a
public international organization under the In-
ternational Organizations Immunities Act are
from foreign sources.

Services to be performed outside the
United States. Scholarship or fellowship
grants received by nonresident aliens for ser-
vices to be performed outside the United
States are not U.S. source income.

If you are a nonresident alien and you must
include all or part of your grant in your income,
see Students and trainees in Chapter 4 for in-
formation on how this income is taxed.

How to report. If you file Form 1040NR,
report the total amount of your grant on line
12, and the nontaxable portion, if any, on line
29. If you file Form 1040NR-EZ, report the to-
tal amount of your grant on line 5, and the non-
taxable portion on line 8.

Qualified scholarship. A qualified scholar-
ship is any amount you receive as a scholar-
ship or fellowship grant that you use according
to the conditions of the grant for:

1) Tuition and fees required to enroll in, or to
attend, an educational institution, or

2) Fees, books, supplies, and equipment
that the educational institution requires
for the courses of instruction.

Amounts you receive from a scholarship or fel-
lowship that you use for other expenses, such
as room and board or travel, are not excluda-
ble from income.

Terms of grant. Your scholarship or fel-
lowship can still qualify as tax-free even if the
terms do not provide that it only be used for tu-
ition and and course-related expenses. It will
qualify if you use the grant proceeds for tuition
and course-related expenses. However, if the
terms of the grant require its use for other pur-
poses, such as room and board, or specify
that the grant cannot be used for tuition or
course-related expenses, the amounts re-
ceived under the grant cannot be excluded
from income.

Candidate for a degree. The term candidate
for a degree means a student (whether full or
part-time) who:
1) Attends a primary or secondary school or
is pursuing a degree at a college or uni-
versity, or

Attends an educational institution that is
authorized and accredited to provide a
program that is acceptable for full credit
toward a bachelor’s or higher degree, or
to provide a program of training to pre-
pare students for gainful employmentin a
recognized occupation.
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Payment for services. You cannot exclude
from income the portion of any scholarship or
fellowship, including any tuition reduction, that
represents payment for teaching, research, or
other services which the grantor requires as a
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condition for receiving the scholarship or fel-
lowship. This is true even if all candidates for a
degree are required to perform the services as
a condition for receiving the degree.

Example. On January 7, 1995, Maria
Gomez is notified of a scholarship of $2,500
for the spring 1995 semester. As a condition
for receiving the scholarship, Maria must
serve as a part-time teaching assistant. Of the
$2,500 scholarship, $1,000 represents pay-
ment for her services. Assuming that Maria
meets all other conditions, she can exclude no
more than $1,500 from income as a qualified
scholarship.

4.

How Income of
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Gains and Losses

Resident and nonresident aliens are taxed
in different ways. Resident aliens are generally
taxed in the same way as U.S. citizens. Non-
resident aliens are taxed based on the source
of their income and whether or not their in-
come is effectively connected with a U.S.
trade or business. The following discussions
will help you determine if income you receive
during the tax year is effectively connected
with a U.S. trade or business and how it is
taxed.

Resident Aliens

Resident aliens are generally taxed in the
same way as U.S. citizens. This means that
their worldwide income is subject to U.S. tax
and must be reported on their U.S. tax return.



Income of resident aliens is subject to the
graduated tax rates that apply to U.S. citizens.
Resident aliens use the Tax Table and Tax
Rate Schedules located in the Form 1040 in-
structions, which apply to U.S. citizens.

Nonresident Aliens

A nonresident alien’s income that is subject to
U.S. income tax must be divided into two
categories:

1) Income that is effectively connected with
a trade or business in the United States,
and

2) Income that is not effectively connected
with a trade or business in the United
States (discussed under The 30% Tax).

The difference between these two catego-
ries is that effectively connected income, after
allowable deductions, is taxed at graduated
rates. These are the same rates that apply to
U.S. citizens and residents. Income that is not
effectively connected is taxed at a flat 30%
(or lower treaty) rate. This chapter dis-
cusses how to determine if your income is ef-
fectively connected income and how each cat-
egory of income is taxed.

Generally, you must be engaged in a trade
or business during the tax year to be able to
treat income received in that year as effec-
tively connected with that trade or business.
However, income you receive from the sale or
exchange of property, the performance of ser-
vices, or any other transaction in another tax
year is treated as effectively connected in the
year received if it would have been effectively
connected in the year the transaction took
place or you performed the services.

Example. Ted Richards, a nonresident
alien, entered the United States in August
1994 to perform personal services in the U.S.
office of his overseas employer. He worked in
the U.S. office until December 25, 1994, but
did not leave this country until January 11,
1995. On January 7, 1995, he received his fi-
nal pay check for services performed in the
United States during 1994. All of Ted’s income
during his stay here is U.S. source income.

During 1994, Ted was engaged in the trade
or business of performing personal services in
the United States. Therefore, all amounts paid
him in 1994 for services performed in the
United States during 1994 are effectively con-
nected with that trade or business during
1994.

The salary payment Ted received in Janu-
ary 1995 is U.S. source income to him in 1995.
It is effectively connected with a trade or busi-
ness in the United States because he was en-
gaged in a trade or business in the United
States during 1994 when he performed the
services that earned the income.

Trade or Business
in the United States

Whether you are engaged in a trade or busi-
ness in the United States depends on the na-
ture of your activities. The discussions that fol-
low will help you determine whether you are
engaged in a trade or business in the United
States.

Personal Services

If you perform personal services in the United
States at any time during the tax year, you usu-
ally are considered engaged in a trade or busi-
ness in the United States. The only exception
to this rule follows.

Employees of foreign persons, organiza-
tions, or offices. If three conditions exist,
your performance of personal services in the
United States during the time you are a non-
resident alien is not considered engaging in a
trade or business in the United States. The in-
come from those services is not considered to
be from U.S. sources and is tax exempt. If you
do not meet any one of the conditions, you
are considered to be engaged in a trade or
business in the United States and your income
from personal services performed in the
United States is considered to be from U.S.
sources.
The three conditions are:

1) You perform personal services as an em-
ployee of or under a contract with a non-
resident alien individual, foreign partner-
ship, or foreign corporation, not engaged
in a trade or business in the United
States; or you work for an office or place
of business maintained in a foreign coun-
try or possession of the United States by
a U.S. corporation, a U.S. partnership, or
a U.S. citizen or resident, and
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You perform these services while you are
a nonresident alien temporarily present in
the United States for a period or periods
of not more than a total of 90 days during
the tax year, and
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Your pay for these services is not more
than $3,000.

If your pay for personal services is more
than $3,000, the entire amount is income from
a trade or business within the United States.
To find if your pay is more than $3,000, do not
include any amounts you get from your em-
ployer for advances or reimbursements of
business travel expenses, if you were required
to and did account to your employer for those
expenses. If the advances or reimbursements
are more than your expenses, include the ex-
cess in income paid to you for personal ser-
vices performed.

A day means a calendar day during any
part of which you are physically present in the
United States.

Example 1. During 1995, Henry Smythe, a
nonresident alien from a nontreaty country,
worked for an overseas office of a domestic
partnership. Henry, who uses the calendar
year as his tax year, was temporarily presentin
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the United States for 60 days during 1995 per-
forming personal services for the overseas of-
fice of the partnership. That office paid him a
total gross salary of $2,800 for those services.
During 1995, he was not engaged in a trade or
business in the United States.

Example 2. The facts are the same as in
Example 1, except that Henry’s total gross sal-
ary for the services performed in the United
States during 1995 was $4,500. He received
$2,875in 1995, and $1,625 in 1996. During
1995, he was engaged in a trade or business
in the United States because the compensa-
tion for his personal services in the United
States was more than $3,000.

Note: Many tax treaties modify these con-
ditions. For a general discussion of the possi-
ble benefits from a treaty, see Some Typical
Tax Treaty Benefits, in Chapter 9.

Compensation paid to a nonresident alien by
a foreign employer for the period the alien is
temporarily in the United States with an “F,”
“J,” “M,” or “Q” visa is not included in gross
income. For more information, see Compen-
sation from a foreign employer, in Chapter 3.

Other Trade or Business Activities

Other examples of being engaged in a trade or
business in the United States follow.

Students and trainees. You are considered
engaged in a trade or business in the United
States if you are temporarily present in the
United States as a nonimmigrant under sub-
paragraphs (F), (J), (M), or (Q) of section
101(a)(15) of the Immigration and Nationality
Act. Subparagraph (J) includes a nonresident
alien individual admitted to the United States
as an exchange visitor under the Mutual Edu-
cational and Cultural Exchange Act of 1961.
Therefore, the taxable part of any scholarship
or fellowship grant that is U.S. source income
is treated as effectively connected with a trade
or business in the United States.

Business operations. If you own and operate
a business in the United States selling ser-
vices, products, or merchandise, you are, with
certain exceptions, engaged in a trade or busi-
ness in the United States.

Partnerships. If you are a member of a part-
nership that at any time during the tax year is
engaged in a trade or business in the United
States, you also are considered to be engaged
in a trade or business here even if you are not
present in the United States.

Beneficiary of an estate or trust. If you are
the beneficiary of an estate or trust that is en-
gaged in a trade or business in the United
States, you are treated as being engaged in
the same trade or business.

Trading in stocks, securities, and commod-
ities. Ifyouronly U.S. business activity is trad-
ing in stocks, securities, or commodities (in-
cluding hedging transactions) through a U.S.
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resident broker or other agent, you are not en-
gaged in a trade or business in the United
States.

For transactions in stocks or securities,
this applies to any nonresident alien, including
a dealer or broker in stocks and securities.

For transactions in commodities, this ap-
plies to commodities that are usually traded on
an organized commodity exchange and to
transactions that are usually carried out at
such an exchange.

This discussion does not apply if you have
a U.S. office or other fixed place of business at
any time during the tax year through which, or
by the direction of which, you carry out your
transactions in stocks, securities, or
commodities.

Trading for a nonresident alien’s own
account. You are not engaged in a trade or
business in the United States if trading for your
own account in stocks, securities, or commod-
ities is your only U.S. business activity. This
applies even if the trading takes place while
you are present in the United States or is done
by your employee or your broker or other
agent.

This does not apply to trading for your own
account if you are a dealer in stocks, securities
or commodities. This does not necessarily
mean, however, that as a dealer you are con-
sidered to be engaged in a trade or business in
the United States. Determine that based on
the facts and circumstances in each case or
under the rules given above in Trading in
stocks, securities, and commodities.

Effectively Connected

Income

If you are engaged in a U.S. trade or business,
your income (except for certain investment in-
come discussed later) from all U.S. sources is
treated as effectively connected with your U.S.
trade or business. Two tests, described later,
determine whether certain items of investment
income (such as interest, dividends, and royal-
ties) are treated as effectively connected with
that business.

In limited circumstances, some kinds of
foreign source income may be treated as ef-
fectively connected with a trade or business in
the United States. For a discussion of these
rules, see Foreign Income, later.

To determine if any item of income, gain, or
loss is effectively connected with a trade or
business in the United States, you must con-
sider all factors involved in the receipt of the
income. A comprehensive discussion, beyond
what is stated here, is outside the scope of this
publication. If you are outside the United
States and have a question, you should write
to: Internal Revenue Service, Assistant Com-
missioner (International), Attn: CP:IN:D:CS,
950 L’Enfant Plaza South, S.W., Washington,
DC 20024. In the United States, contact your
local Internal Revenue Service office.

General Rule

If you are engaged in a U.S. trade or business,
all income, gain, or loss for the tax year that
you get from sources within the United
States (other than certain investment income)
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is treated as effectively connected income.
This applies whether or not there is any con-
nection between the income and the trade or
business being carried on in the United States
during the tax year.

Investment Income

Investment income from U.S. sources that
may or may not be treated as effectively con-
nected with a U.S. trade or business generally
falls into three categories:

1) Fixed or determinable income (interest,
dividends, rents, royalties, premiums, an-
nuities, etc.),

2) Certain gains (some of which are consid-
ered capital gains), and

3) Capital gains (and losses).

Use the two tests, described next, to deter-
mine whether an item of U.S. source income
falling in one of these categories and received
during the tax year is effectively connected
with your U.S. trade or business. If the tests in-
dicate that the item of income is effectively
connected, you must include it with your other
effectively connected income. If the item of in-
come is not effectively connected, include it
with all other income discussed under The
30% Tax, later in this chapter.

Tests. The following two tests are the main
ones used to determine if income, other than
personal service income, is effectively con-
nected with a trade or business in the United
States.

Asset-use test. This test usually applies
when trade or business activities do not di-
rectly produce the income, gain, or loss. The
asset-use test determines whether the item of
income is from assets (property) used in, or
held for use in, the trade or business in the
United States. This test is used primarily when
you manufacture or sell goods in the United
States, and receive certain income, such as in-
terest or dividends.

Business-activities test. This test deter-
mines if the activities of the U.S. trade or busi-
ness were a material factor in producing the in-
come. This test usually applies when income,
gain, or loss comes directly from the active
conduct of the trade or business. The busi-
ness-activities test is most important when:

1) Dividends or interest are received by a
dealer in stocks or securities,

2) Royalties are received in the trade or bus-
iness of licensing patents or similar prop-
erty, or

3) Service fees are earned by a servicing
business.

Personal Service Income

You usually are engaged in a U.S. trade or
business when you perform personal services
in the United States except in certain cases
(see the earlier discussion of Personal Ser-
vices under Trade or Business in the United
States. Personal service income you receive
inatax year in which you are engagedina U.S.
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trade or business is effectively connected with
a U.S. trade or business. Income received in a
year other than the year you performed the
services is also effectively connected if it
would have been effectively connected if re-
ceived in the year you performed the services.
Personal service income includes wages, sal-
aries, commissions, fees, per diem al-
lowances, and employee allowances and bo-
nuses. The income may be paid to you in the
form of cash, services, or property.

If you engaged in a U.S. trade or business
only because you perform personal services in
the United States during the tax year, income
and gains from assets, and gains and losses
from the sale or exchange of capital assets
are generally not effectively connected with
your trade or business.

To be effectively connected, there must be
a direct economic relationship between
your holding of the asset (bond, stock, etc.)
from which income results, and your trade or
business of performing personal services. A
direct economic relationship exists, for exam-
ple, when you buy stock in a U.S. corporation
so that you can perform personal services in
the United States for the U.S. corporation.

Transportation income. Special rules apply
to wages for personal services performed for
transportation beginning in the United States
and ending in a U.S. possession or beginning
in a U.S. possession and ending in the United
States. The income is effectively connected if
you meet the following two conditions:

1) You had a fixed place of business in the
United States involved in earning the in-
come, and

2) Atleast 90% of your U.S. source trans-
portation income is attributable to regu-
larly scheduled transportation.

If you meet both of these conditions, include
your wages with your other effectively con-
nected personal service income. Regularly
scheduled transportation means that a ship
or aircraft follows a published schedule with
repeated sailings or flights at regular intervals
between the same points for voyages or flights
that begin or end in the United States. This
definition applies to both scheduled and
chartered air transportation. Fixed place of
business generally means a place, site, struc-
ture, or other similar facility through which you
engage in a trade or business.

If you do not meet the two conditions
above, a 4% tax rate applies. If you receive
transportation income subject to the 4% tax,
you should figure the tax and show it on line 50
of Form 1040NR. Attach a statement to your
return that includes the following information
(if applicable):

1) Your name, taxpayer identification num-
ber, and tax year.

2) A description of the types of services per-
formed (whether on or off board).

3) Names of vessels or registration numbers
of aircraft on which you performed the
services.



4) Amount of U.S. source transportation in-
come derived from each type of service
for each vessel or aircraft for the calendar
year.

5) Total amount of U.S. source transporta-
tion income derived from all types of ser-
vices for the calendar year.

Pensions. Ifyou were engaged in a U.S. trade
or business in a tax year because you per-
formed personal services in the United States,
and you later receive a pension or retirement
pay as a result of these services, the retire-
ment pay is effectively connected income in
each year you receive it. This is true whether
or not you are engaged in a U.S. trade or busi-
ness in the year you receive the retirement

pay.

Business Profits and Losses, and
Sales Transactions

All profits or losses from U.S. sources that are
from the operation of a business in the United
States are effectively connected with a trade
or business in the United States. For example,
profit from the sale in the United States of in-
ventory property purchased either in this coun-
try or in a foreign country is effectively con-
nected trade or business income. A share of
U.S. source profits or losses of a partnership
that is engaged in a trade or business in the
United States is also effectively connected
with a trade or business in the United States.

Real Property Gain or Loss

Gains and losses from the sale or exchange of
U.S. real property interests (whether or not
they are capital assets) are taxed as if you are
engaged in a trade or business in the United
States. You must treat the gain or loss as ef-
fectively connected with that trade or
business.

U.S. real property interest. This is any inter-
est in real property located in the United
States or the Virgin Islands or any interest in a
domestic corporation that is a U.S. real prop-
erty holding corporation. Real property
includes:

1) Land and unsevered natural products of
the land, such as growing crops, timber,
mines, wells, and other natural deposits,
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Improvements on land, including build-
ings, other permanent structures, and
structural components of these, and
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Personal property associated with the use
of real property, such as farming, mining,
forestry, or construction equipment or
property used in lodging facilities or
rented office space, unless the personal
property is—

a) Disposed of more than one year before
or after the disposition of the real prop-
erty, or

b) Separately sold to persons unrelated
either to the seller or to the buyer of the
real property.

A corporation is a U.S. real property hold-
ing corporation if the fair market value of the
corporation’s U.S. real property interests are
at least 50% of the total fair market value of:

1) The corporation’s U.S. real property inter-
ests, plus

2) The corporation’s interests in real prop-
erty located outside the United States,
plus

3) The corporation’s other assets that are
used in or held for use in a trade or
business.

You generally are subject to tax on the sale
of the stock in any domestic corporation un-
less you establish that the corporation is not a
U.S. real property holding corporation.

A U.S. real property interest does not in-
clude a class of stock of a corporation that is
regularly traded on an established securities
market, unless you hold more than 5% of the
fair market value of that class of stock. An in-
terest in a foreign corporation owning U.S. real
property generally is not a U.S. real property
interest unless the corporation chooses to be
treated as a domestic corporation. If you are
outside the United States, you can get more
information about this and other rules for es-
tablishing that a corporation is not a U.S. real
property holding corporation from the Internal
Revenue Service, Assistant Commissioner
(International), Attn: CP:IN:D:CS, 950 L'Enfant
Plaza South, S.W., Washington, DC 20024.

Alternative minimum tax. There may be a
minimum tax on your net gain from the disposi-
tion of U.S. real property interests. Figure the
amount, if any, of this tax on Form 6251, Alter-
native Minimum Tax—Individuals.

Withholding of tax. If you dispose of a U.S.
real property interest, the buyer may have to
withhold tax. See the discussion of Tax With-
held on Real Property Sales, in Chapter 8.

If you are outside the United States and
need more information, write to the IRS at the
address given above.

Foreign Income

Under limited circumstances, you must treat
three kinds of foreign source income as effec-
tively connected with a trade or business in the
United States. These circumstances are:

1) You must have an office or other fixed
place of business in the United States to
which the income can be attributed,

2) That office or place of business must be a
material factor in producing the income,
and
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The income must be produced in the ordi-
nary course of the trade or business car-
ried on through that office or other fixed
place of business.

An office or other fixed place of business is
a material factor if it significantly contributes
to, and is an essential economic element in,
the earning of the income.

The three kinds of foreign source income
are as follows:
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1) Rents and royalties for the use of, or for
the privilege of using, intangible personal
property located outside the United
States or from any interest in such prop-
erty. Included are rents or royalties for the
use, or for the privilege of using, outside
the United States, patents, copyrights, se-
cret processes and formulas, goodwiill,
trademarks, trade brands, franchises, and
similar properties if the rents or royalties
are from the active conduct of a trade or
business in the United States.

2) Dividends or interest from the active con-
duct of a banking, financing, or similar
business in the United States, or from a
corporation the principal business of
which is trading in stocks or securities for

its own account.

~

3) Income, gain, or loss from the sale
outside the United States—through the
U.S. office or other fixed place of busi-
ness—of stock in trade, property that
would be included in inventory if on hand
at the end of the tax year, or property held
primarily for sale to customers in the ordi-
nary course of business. This will not ap-
ply if you sold the property for use, con-
sumption, or disposition outside the
United States and an office or other fixed
place of business in a foreign country was
a material factor in the sale.

Tax on Effectively
Connected Income

Income you receive during the tax year that is
effectively connected with your trade or busi-
ness in the United States is, after allowable
deductions, taxed at the rates that apply to
U.S. citizens and residents. Generally, you can
receive effectively connected income only if
you are a nonresident alien engaged in trade
or business in the United States. For an ex-
ception, see Choice in Treating Real Property
Income, later. For information on how to com-
pute your U.S. income tax liability, see Chapter
5.

The 30% Tax

Tax at a 30% (or lower treaty) rate applies to
certain items of income or gains from U.S.
sources but only if the items are not effectively
connected with your U.S. trade or business.

Fixed or Determinable Income

The 30% (or lower treaty) rate applies to the
gross amount of U.S. source fixed or determi-
nable annual or periodic gains, profits, or
income.

Income is fixed when it is paid in amounts
known ahead of time. Income is determinable
whenever there is a basis for figuring the
amount to be paid. Income can be periodic if
it is paid from time to time. It does not have to
be paid annually or at regular intervals. Income
can be determinable or periodic even if the
length of time during which the payments are
made is increased or decreased.

Items specifically included as fixed or de-
terminable income are interest (other than
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original issue discount), dividends, rents, pre-
miums, annuities, salaries, wages, and other
compensation. Other items of income, such as
royalties, also may be subject to the 30% tax.

Government obligations. Interest on obliga-
tions of a state or political subdivision, the Dis-
trict of Columbia, or a U.S. possession, gener-
ally is not included in income. Therefore, it is
not subject to the 30% tax. However, interest
on certain private activity bonds, arbitrage
bonds, and certain bonds not in registered
formis included in income and may be subject
to the 30% tax.

Portfolio interest that you receive as a non-
resident alien on obligations issued after July
18, 1984, is exempt from the 30% tax. Portfo-
lio interest is interest (including original issue
discount) from U.S. sources that is paid on
obligations:

1) Notin registered form (bearer obligations)
that are sold only to foreign investors, and
the interest on which is payable only
outside the United States and its posses-
sions, and that has on its face a state-
ment that any U.S. person holding the ob-
ligation will be subject to limitations under
the U.S. income tax laws,

2
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In registered form that are targeted to for-
eign markets and the interest on which is
paid through financial institutions outside
the United States, or

In registered form that are not targeted to
foreign markets, if you furnish the payer of
the interest (or the withholding agent) a
statement that you are not a U.S. person.
You can make this statement on a Form
W-38, Certificate of Foreign Status, or on a
substitute form similar to Form W-8. In ei-
ther case, the statement must be signed
under penalties of perjury, must certify
that you are not a U.S. citizen or resident,
and must include your name and address.

3
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Portfolio interest does not include interest
that you receive on an obligation issued by a
corporation or a partnership of which you own,
respectively, directly or indirectly, 10% or
more of the total voting power of all classes of
voting stock or 10% of the capital or profits
interests.

Contingent interest. Portfolio interest
also does not include contingent interest.
Contingent interest is any of the following:

1) Interest that is determined by reference
to—
a) Any receipts, sales, or other cash flow
of the debtor or related person,

b) Income or profits of the debtor or re-
lated person,

c) Any change in value of any property of
the debtor or a related person, or

d) Any dividend, partnership distributions,
or similar payments made by the debtor
or a related person.

2) Any other type of contingent interest that
is identified by the Secretary of the Trea-
sury in regulations.
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For the definition of “related person” in con-
nection with any contingent interest, and for
the exceptions that apply to interest described
in item (1), see subparagraphs (B) and (C) of
Internal Revenue Code section 871(h)(4).

The denial of the portfolio interest exemp-
tion does not apply to any contingent interest
paid or accrued on any indebtedness with a
fixed term that was issued—

1) On or before April 7, 1993, or

2) After April 7, 1993, pursuant to a written
binding contract in effect on that date and
at all times thereafter before that indebt-
edness was issued.

Original issue discount. If you sold, ex-
changed, or received a payment on a bond or
other debt instrument that was issued at a dis-
count after March 31, 1972, all or part of the
original issue discount (OID) (other than port-
folio interest) may be subject to the 30% tax.
The amount of OID is the difference between
the stated redemption price at maturity and
the issue price of the debt instrument. The
30% tax applies in the following
circumstances:

1) Youreceived a payment on an obligation.
In this case, the amount of OID subject to
tax is the OID that accrued while you held
the obligation minus the OID previously
taken into account. But the tax on the OID
cannot be more than the payment minus
the tax on the interest payment on the
obligation.

2) You sold or exchanged the obligation.
The amount of OID subject to tax is the
OID that accrued while you held the obli-
gation minus the amount already taxed in
(1) above.

Report on your return the amount of OID
shown on Form 1042-S if you bought the debt
instrument at original issue. However, you
must recompute your proper share of OID
shown on Form 1042-S if any of the following

apply:

1) You bought the obligation at a premium or
paid an acquisition premium.

2) The obligation is a stripped bond or a
stripped coupon (including zero coupon
instruments backed by U.S. Treasury
securities).

3) Youreceive a Form 1042-S as a nominee
recipient.

For the definition of premium and acquisition
premium and instructions on how to recom-
pute OID, get Publication 1212, List of Original
Issue Discount Instruments.

If you held a bond or other debt instrument
that was issued at a discount before April 1,
1972, write to the IRS for further information.
See the instructions under Further informa-
tion, in the Introduction to this publication.
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Social Security Benefits

A nonresident alien must include 85% of any
U.S. social security benefit (and the social se-
curity equivalent part of a tier 1 railroad retire-
ment benefit) in U.S. source fixed or determi-
nable annual or periodic income. This income
is subject to the 30% tax, unless exempt by
treaty.

Under the treaties with Canada, Egypt,
Germany, Israel, Italy, Japan, Malta, Romania,
and the United Kingdom, U.S. social security
benefits received by residents of those coun-
tries are exempt from U.S. tax. Under the
treaty with India, U.S. social security benefits
paid to individuals who are both residents and
nationals of India are exempt from tax if they
are for services performed for the United
States, its subdivisions, or local authorities.
Residents of all other countries are subject to
tax at the full rate of 30% on 85% of their
benefits.

Sales or Exchanges of
Capital Assets

These rules apply only to those capital gains
and losses from sources in the United States
that are not effectively connected with a trade
or business in the United States. These rules
apply even if you are engaged in a trade or
business in the United States. These rules do
not apply to the sale or exchange of a U.S. real
property interest or to the sale of any property
that is effectively connected with a trade or
business in the United States. See Real Prop-
erty Gain or Loss, earlier under Effectively
Connected Income.

A capital asset is everything you own ex-
cept the following: inventory, business ac-
counts or notes receivable, depreciable prop-
erty used in a trade or business, real property
used in atrade or business, certain copyrights,
literary or musical or artistic compositions, let-
ters or memoranda, or similar property, and
certain U.S. Government publications.

A capital gain is a gain on the sale or ex-
change of a capital asset. A capital loss is a
loss on the sale or exchange of a capital asset.

Present in the United States for 183 days or
more. If you have been in the United States
for 183 days or more during the tax year, your
gains from U.S. sources from the sale or ex-
change of capital assets that are more than
your losses from U.S. sources from these
sales or exchanges are taxed at a 30% (or
lower treaty) rate. This rule applies even if any
of the transactions occur while you are not in
the United States.

To determine the excess of gains over
losses, consider only the amount of your gains
and losses that would be recognized and
taken into account if effectively connected
with your trade or business in the United
States during the tax year. Take into account,
in arriving at your net gain, all gains and losses
treated under U.S. tax laws as gains or losses
from the sales or exchanges of properties that
are capital assets.

To determine the excess of gains over
losses, you cannot take the deduction for a
capital loss carryover into account. Also, you



must disregard the 50% exclusion for gain
from small business stock issued after August
10, 1993.

Losses from sales or exchanges of capital
assets that exceed similar gains are not
allowed.

If you are not engaged in a trade or busi-
ness in the United States and have not estab-
lished a tax year for a prior period, your tax
year will be the calendar year for purposes of
the 183—day rule. Also, you must file your tax
return on a calendar-year basis.

Present in the United States less than 183
days. If you have been in the United States
for less than 183 days during the tax year,
gains from sales or exchanges of capital as-
sets are tax exempt unless they are effectively
connected with a trade or business in the
United States during your tax year.

You may want to read Publication 544,
Sales and Other Dispositions of Assets. How-
ever, use this publication only to determine
what is a sale or exchange of a capital asset,
or what is treated as such. Specific tax treat-
ment that applies to U.S. citizens or residents
generally does not apply to you.

The 183-day rule discussed above does
not apply to the following gains:

1) Gains on the disposal of timber, coal, or
domestic iron ore with a retained eco-
nomic interest,

2) Gains on contingent payments received
from the sale or exchange of patents,
copyrights, and similar property after Oc-
tober 4, 1966,

3) Gains on certain transfers of all substan-
tial rights to, or an undivided interest in,
patents if the transfers were made before
October 5, 1966, and

Gains on the sale or exchange of original
issue discount obligations.
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Aliens outside the United States should
send their questions about how these gains
are taxed to the Internal Revenue Service, As-
sistant Commissioner (International), Attn:
CP:IN:D:CS, 950 L’Enfant Plaza South, S.W.,
Washington, DC 20024.

Reporting. You cannot offset losses that are
not effectively connected against effectively
connected gains. Report your gains and
losses from the sales or exchanges of capital
assets that are not connected with a trade or
business in the United States on page 4 of
Form 1040NR. Report gains and losses from
sales or exchanges of capital assets (including
real property) that are connected with a trade
or business in the United States on a separate
Schedule D (Form 1040), Capital Gains and
Losses, and attach it to Form 1040NR.

Choicein Treating Real

Property Income

If you are a nonresident alien and during the
tax year you have income from real property
located in the United States that you own or

have an interest in and hold for the production
of income, you can choose to treat all income
from that property as income effectively con-
nected with a trade or business in the United
States. The choice applies to all income from
real property located in the United States and
held for the production of income and to all in-
come from any interest in such property. This
includes income from rents, royalties from
mines, oil or gas wells, or other natural re-
sources. It also includes gains from the sale or
exchange of real property.

You can make this choice only for real
property income that is not otherwise con-
nected with your U.S. trade or business.

If you make the choice, you can claim de-
ductions attributable to the real property in-
come and only your net income from real prop-
erty is taxed.

This choice does not treat a nonresident
alien, who is not otherwise engaged in a U.S.
trade or business, as being engaged in a trade
or business in the United States during the
year.

Making the choice. Make the initial choice by
attaching a statement that you are making the
choice to your return, or amended return, for
the year of the choice. Include in your
statement:

1) A complete list of all your real property, or
any interest in real property, located in the
United States,

2) The extent of your ownership in the
property,
3) The location of the property,

4) A description of any major improvements
to the property, and

5) Details of any previous choices and revo-
cations of the real property income
choice.

This choice stays in effect for all later tax
years unless you revoke it with the consent of
the Internal Revenue Service.

For more information about revoking an ini-
tial choice and making another choice, write to
the Internal Revenue Service, Assistant Com-
missioner (International), Attn: CP:IN:D:CS,
950 L’Enfant Plaza South, S.W., Washington,
DC 20024.

5.
Figuring Your Tax

Topics
This chapter discusses:

* Filing status
* |dentification numbers
» Deductions
* Exemptions
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» Tax payments and credits

» Special rules for bona fide residents of
American Samoa and Puerto Rico

Useful Items
You may want to see:

Publication

[1463 Travel, Entertainment, and Gift
Expenses

[1501 Exemptions, Standard Deduction,
and Filing Information

[1521 Moving Expenses
[1526 Charitable Contributions
[[1535 Business Expenses

1597 Information on the United States—
Canada Income Tax Treaty

Form (and Instructions)

[11040 U.S.Individual Income Tax
Return

[J1040NR U.S. Nonresident Alien
Income Tax Return

[J1040NR-EZ U.S.Income Tax Return
for Certain Nonresident Aliens With No
Dependents

[12106 Employee Business Expenses

[12106-EZ Unreimbursed Employee
Business Expenses

[13903 Moving Expenses

[14563 Exclusion of Income for Bona
Fide Residents of American Samoa

The information in this chapter is not as
comprehensive for resident aliens as it is for
nonresident aliens. Resident aliens should get
publications, forms, and instructions for U.S.
citizens, because the information for filing re-
turns for resident aliens is generally the same
as for U.S. citizens. The instructions for Form
1040EZ, Form 1040A, or Form 1040 are also
helpful for filing a resident alien tax return.

If you are both a nonresident alien and a
resident alien in the same tax year, see Chap-
ter 6 for a discussion of dual-status aliens.

Tax Year

You must figure your income and file a tax re-
turn on the basis of an annual accounting pe-
riod called a tax year. If you have not previ-
ously established a fiscal tax year, your tax
year is the calendar year. A calendar year is 12
consecutive months ending on December 31.
If you have previously established a regular
fiscal year (12 consecutive months ending on
the last day of a month other than December
or a 52-53 week year) and are considered to
be a U.S. resident for any calendar year, you
will be treated as a U.S. resident for any part of
your fiscal year that falls within that calendar
year.
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Filing Status

The rules for filing status are different for resi-
dent aliens and nonresident aliens.

Resident Aliens

Resident aliens can use the same filing sta-
tuses available to U.S. citizens.

Joint return. Generally, you can file a joint re-
turn only if both you and your spouse were res-
ident aliens for the entire tax year, or if you

make one of the choices discussed in Chapter
1 under Choosing to be Taxed As a Resident
Alien for the Entire Tax Year, or Nonresident
Spouse Treated as a Resident.

Qualifying widow(er). If your spouse died in
1993 or 1994, you have not remarried, and you
have a dependent child living with you, you
may qualify to use the joint return tax rates.
See the instructions for Form 1040 for the
rules for filing as a qualifying widow(er) with a
dependent child.

Head of household. You can qualify as a
head of household if:

1) You are a resident alien for the entire tax
year and married to a nonresident alien,

2) You do not choose to treat your spouse
as aresident alien, and

3) You pay the expenses for a household for
a relative other than your spouse, for ex-
ample, your son, daughter, stepchild, or
dependent parent.

You can also qualify as a head of household if
you are unmarried or considered unmarried on
the last day of the year and you pay more than
half the cost of keeping up a home for you and
a dependent. (See the instructions for Form
1040 for the rules for qualifying as head of
household.)

When you figure your income tax liability,
use the same Tax Table and Tax Rate Sched-
ules that U.S. citizens use.

Nonresident Aliens

If you are a nonresident alien filing Form
1040NR, U.S. Nonresident Alien Income Tax
Return, you may be able to use one of the filing
statuses discussed below. If you are filing
Form 1040NR-EZ, you can only claim “Single
nonresident alien” or “Married nonresident
alien” as your filing status.

Joint return. Generally, you cannot file a joint
return if either spouse was a nonresident alien
at any time during the tax year.

However, nonresident aliens married to
U.S. citizens or residents can choose to be
treated as U.S. residents and file joint returns.
For more information, see Nonresident
Spouse Treated as a Resident, in Chapter 1.

Qualifying widow(er). You may be eligible to

file as a qualifying widow(er) and use the joint
return tax rates if:
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1) You were aresident of Canada, Mexico,
Japan, or the Republic of Korea, ora U.S.
national (defined below),

2) Your spouse died in 1993 or 1994, and

3) You have a dependent child living with
you.

See the instructions for Form 1040NR for the
rules for filing as a qualifying widow(er) with a
dependent child.

A U.S. national is an individual who, al-
though not a U.S. citizen, owes his or her alle-
giance to the United States. U.S. nationals in-
clude American Samoans and Northern
Mariana Islanders who chose to become U.S.
nationals instead of U.S. citizens.

Head of household. You cannot file as head
of household if you are a nonresident alien at
any time during the tax year. However, if you
are married, your spouse can qualify as a head
of household if:

1) Your spouse is aresident alien or U.S. cit-
izen for the entire tax year,

2) You do not choose to be treated as a resi-
dent alien, and

3) Your spouse pays the expenses for a
household for a relative other than you,
for example, a son, daughter, stepchild, or
dependent parent. A spouse is not a de-
pendent for this purpose.

Married filing separately. Married nonresi-
dent aliens who are not married to U.S. citi-
zens or residents generally must use the Tax
Table column or the Tax Rate Schedule for
married filing separate returns when determin-
ing the tax on income effectively connected
with a U.S. trade or business. They normally
cannot use the Tax Table column or the Tax
Rate Schedule for single individuals. However,
if you are a married resident of Canada, Mex-
ico, Japan, or South Korea, or are a married
U.S. national, you may be able to file as single
if you lived apart from your spouse during the
last 6 months of 1995. See the instructions for
Form 1040NR to see if you qualify. U.S. na-
tional was defined earlier in this section under
Qualifying widow(er).

Nonresident aliens who are married to U.S.
citizens or residents can choose to be treated
as a resident and file a joint return. See Non-
resident Spouse Treated as a Resident, in
Chapter 1. If you do not make the choice to file
jointly, use the Tax Table column or the Tax
Rate Schedule for married individuals filing
separately.

A nonresident alien estate or trust using
Form 1040NR must use Tax Rate Schedule W
in the Form 1040NR instructions when deter-
mining the tax on income effectively con-
nected with a U.S. trade or business.

Special rules for aliens from certain U.S.
possessions. A nonresident alien who is a
bona fide resident of American Samoa or Pu-
erto Rico for the entire tax year and who is
temporarily working in the United States
should read Bona Fide Residents of American

Samoa or Puerto Rico, at the end of this chap-
ter for information about special rules.

Identification Number

If you are a resident alien who must file a U.S.
income tax return, you must get a taxpayer
identification number. If you are a nonresident
alien, you may or may not have to get a tax-
payer identification number.

Resident aliens. You must include your tax-
payer identification number on your U.S. in-
come tax return. When you start earning in-
come subject to U.S. tax, you must apply for
this number. This is your social security num-
ber. Apply for your number on Form SS-5,
which you can get at Social Security Adminis-
tration offices.

Nonresident aliens. If you are a nonresident
alien engaged in a trade or business in the
United States, you must get a taxpayer identifi-
cation number. Generally, this number is your
social security number. Apply for your number
using Form SS-5, which you can get at Social
Security Administration (SSA) offices. Fill it in
and return it to SSA. An incorrect or missing
number may delay your refund.

Nonresident aliens who do not have a so-
cial security number and are not otherwise re-
quired to get one (such as limited partners in a
partnership) should use the identification num-
ber that the IRS assigned to them. This num-
ber is similar to a social security number but
begins with the number 9. If 1995 is the first
year for which you are filing a tax return and
you are not otherwise required to get a social
security number, do not make an entry in the
space marked “Identifying or social security
number.” When the IRS receives your return,
you will be assigned an identification number.
You must use this number when you file tax re-
turns in the future or until you receive a social
security number.

Reporting Your Income

You must report each item of income that is
taxable according to the rules in Chapters 2
and 4. For resident aliens, this includes in-
come from sources both within and outside
the United States. For nonresident aliens, this
includes both income that is effectively con-
nected with a trade or business in the United
States (subject to graduated tax rates) and in-
come from U.S. sources that is not effectively
connected (subject to a flat 30% tax rate or
lower tax treaty rate).

Deductions

Resident and nonresident aliens can claim
similar deductions on their U.S. tax returns.
However, nonresident aliens generally can
claim only deductions related to income that is
effectively connected with their U.S.trade or
business.



Resident Aliens

You can claim the same deductions allowed to
U.S. citizens if you are a resident alien for the
entire tax year. While the discussion that fol-
lows contains some of the same general rules
and guidelines that apply to you, it is specifi-
cally directed toward nonresident aliens. You
should get Form 1040 and instructions for
more information on how to claim your allowa-
ble deductions.

Nonresident Aliens

You can claim deductions to figure your effec-
tively connected taxable income. You gener-
ally cannot claim deductions related to income
that is not connected with your U.S. business
activities. Except for personal exemptions,
and certain itemized deductions, discussed
later, you can claim deductions only if and to
the extent they are connected with your effec-
tively connected income.

Ordinary and necessary business ex-
penses. You can deduct all ordinary and nec-
essary expenses in the operation of your U.S.
trade or business to the extent they relate to
income effectively connected with that trade
or business. The deduction for travel ex-
penses while in the United States is discussed
later under ltemized Deductions. For informa-
tion about other business expenses, see Pub-
lication 535, Business Expenses.

Losses. You can deduct losses resulting from
transactions that you entered into for profit
and that you were not reimbursed for by insur-
ance, etc., if, and to the extent that, they relate
to income that is effectively connected with a
trade or business in the United States.

Individual retirement arrangement (IRA).
You may qualify to establish your own retire-
ment arrangement whether or not you are cov-
ered by a qualified retirement plan at work. If
you are not covered by a retirement plan at
work, you can make tax-deductible contribu-
tions of up to $2,000 or your taxable compen-
sation effectively connected with your U.S.
trade or business, whichever is less, to an IRA
each year. If you are covered by a plan at
work, you can make contributions to your own
IRA, but you can only deduct these contribu-
tions subject to certain limitations.

For more information, see Publication 590,
Individual Retirement Arrangements (IRAS).

Moving expenses. If you are a nonresident
alien temporarily in the United States earning
taxable income for performing personal ser-
vices, you can deduct moving expenses to the
United States if:

1) You are a full-time employee for at least
39 weeks during the 12 months right after
you move, or if you are self-employed,
you work full time for at least 39 weeks
during the first 12 months and 78 weeks
during the first 24 months right after you
move, and

2) Your new job location is at least 50 miles
farther (by the shortest commonly trav-
eled route) from your former home than
your former job location was. If you had
no former job location, the new job loca-
tion must be at least 50 miles from your
former home.

You cannot deduct the moving expense
you have when returning to your home abroad.
A nonresident alien cannot deduct expenses
of moving to a foreign job site.

Figure your deductible moving expenses to
the United States on Form 3903, Moving Ex-
penses, and deduct them on line 25 of Form
1040NR.

For more information on the moving ex-
pense deduction, see Publication 521, Moving
Expenses.

Reimbursements. If you were reimbursed
by your employer for allowable moving ex-
penses, your employer should have excluded
these reimbursements from your income. You
can only deduct allowable moving expenses
that were not reimbursed by your employer or
that were reimbursed but the reimbursement
was included in your income. For more infor-
mation, see Publication 521.

Moving expense or travel expense. |f
you deduct moving expenses to the United
States, you cannot also deduct travel ex-
penses (discussed later under /temized De-
ductions) while temporarily away from your tax
home in a foreign country. Moving expenses
are based on a change in your principal place
of business while travel expenses are based
on your temporary absence from your principal
place of business.

Keogh retirement plan and self-employed
SEP deduction. If you are self-employed, in
addition to deducting contributions to an IRA,
you may be able to deduct contributions to a
qualified retirement plan that provides retire-
ment benefits for yourself and your common-
law employees, if any. To make deductible
contributions for yourself, you must have net
earnings from self-employment that are effec-
tively connected with your U.S. trade or
business.

Get Publication 560, Retirement Plans for
the Self-Employed, for further information.

Interest penalty on early withdrawal of sav-
ings. You must include in income all effec-
tively connected interest income you receive
or that is credited to your account during the
year. Do not reduce it by any penalty you must
pay on an early withdrawal from a time savings
account. However, if the interest income is ef-
fectively connected with your U.S. trade or
business during the year, you can deduct the
amount of the early withdrawal penalty that
the banking institution charged. The Form
1099-INT you receive from the banking insti-
tution will show the penalty charged in the
Early withdrawal penalty block.
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Exemptions

While resident aliens can claim personal ex-
emptions and exemptions for dependents in
the same way as U.S. citizens, nonresident
aliens generally can claim only a personal ex-
emption for themselves on their U.S. tax
return.

Resident Aliens

You can claim personal exemptions and ex-
emptions for dependents according to the de-
pendency rules for U.S. citizens. You can
claim an exemption for your spouse if your
spouse had no gross income for U.S. tax pur-
poses and was not the dependent of another
taxpayer. You can claim this exemption even if
you do not choose to file a joint return, and
even if your spouse has not been a resident
alien for a full tax year or is an alien who has
not come to the United States.

If you file a joint return, your nonresident
alien spouse must get a social security num-
ber (see Identification Numb